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NUMBER 6 


Consolidated Returns and Invested 
Capital 


By Ly Le T. ALVERSON* 


ECTION 240 (a) of the Revenue Act of 1918 
provides: 


“That corporations which are affiliated within the mean- 
ing of this section shall, under regulations to be prescribed 
by the Commissioner with the approval of the Secretary, 
make a consolidated return of net income and invested 


owned by the parent company. In the case of 
affiliation commonly known as Class B,? the Com- 
missioner has ruled that the consolidated invested 
capital is the sum total of the invested capital of 
each constituent corporation included in the affii- 
ted group, except when one corporation has suf- 


capital * * 


The question is, in what 
manner and according to 
what rules shall the in- 
vested capital of affiliated 
corporations making a con- 
solidated return, be com- 
puted? The Commissioner, 
by his regulations duly ap- 
proved by the Secretary 
(Article 864 et seq. Regu- 
lations 45), has ruled that 


consolidated invested capi- — 


tal means the total of capi- 
tal stock not owned by any 
one of the affiliated corpo- 
rations — that is, capital 
stock outstanding “in the 
hands of the public,” plus 
the total surpluses of the 
several companies, cor- 
rectly computed with, of 
course, appropriate statu- 
tory adjustments. In effect 
the Commissioner has 


HERE are hundreds of cases involving 

corporations in which the tax for years 
when the excess-profits tax was applicable has 
not yet been definitely determined. The final 
assessment made will in many of these cases 
depend upon the invested capital which is fixed 
as the basis for the excess-profits tax levy. 


Special problems are involved where con- 
solidated reports have been required. Since 
the excess-profits tax liability varied with the 
invested capital recognized, the question of 
what constitutes invested capital for tax pur- 
poses has been an important issue. The author 
is convinced that the method followed by the 
Department in determining invested capital 
for companies making consolidated reports is 
wrong. An interesting presentation of the rea- 
sons for this conclusion is made. 





fered an operating deficit, 
in which case such deficit 
must be subtracted from 
other surpluses, if any. 

I think it may be doubted 
whether in any case in- 
vested capital of consoli- 
dated corporations, legally 
determined, is less than the 
aggregate of the invested 
capitals of the several cor- 
porations, computed separ- 
ately. 


Before endeavoring to 
make an analysis of the 
law pertinent to consoli- 
dated returns, it may be 
well by example to demon- 
strate in what manner tax- 
payers’ interests are unlaw- 
fully damaged if the rule 
prescribed by regulation 
for computing invested 
capital of affiliated corpo- 
rations is not correct. 


ruled that in the case of affiliation, commonly 
known as Class A,** the consolidated invested 
capital is the invested capital of the parent com- 
pany only, plus or minus the surpluses or deficits 
of the subsidiary companies,’ and plus that of their 
paid-up capital stock, if substantial, which is not 





* Of the New York Bar. 

** Where the affiliation results from ownership by one corporation of 
all or substantially all of the stock of another corporation or other 
corporations, 


R . oa a net operating deficit does not reduce invested capital. A. 
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Assume two corporations with balance sheets at 
January 1, as set forth, their stocks being owned by 
the same interests (Class B affiliation). 

Corporation X Corporation Y 


TI isis rao crs be tinniee ,200 
Capital stock...$ 100 Capital stock ..$ 100 
a 200 EE ss sivoes 100 
Liabilities . 1,000 Liabilities ..... 1,000 


The consolidated invested capital would be, com- 


puted according to regulation, $500, arrived at by 


‘2. Where the affiliation results from ownership by the same interests 
of all or substantially all of the stock of two or more corporations. 
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totaling all the capital stock not owned by either 
one of the affiliated corporations‘ (in this case, 
none), and the surpluses of both companies (Art. 
864, Regs. 45). This result unquestionably is cor- 
rect, since $500 is also the aggregate of the invested 
capitals of the two corporations, computed sepa- 
rately. 

Assume, however, that Corporation X owned all 
the capital stock of Y, the result being a Class A 
affiliation. The consolidated invested capital would 
then ‘be, according to regulations, only $400, the 
capital stock of Corporation Y being “eliminated” 
in the consolidation, because it is owned by Corpo- 
ration X, one of the affiliated group. Such elimina- 
tion, I think, is improper. I submit that the correct 
invested capital, according to the statute, is the 
sum total of the invested capital of each corpora- 
tion, or $500, less an appropriate adjustment on 
account of inadmissible assets,’ i. e., the stock of 
Corporation Y, which is an inadmissible asset in the 
possession of Corporation X. Invested capital, 
computed in that manner, will be greater than 
invested capital computed after “elimination” of 
the subsidiary stock in every case where the parent 
corporation has liabilities. 


Assume, again, that either of the corporations has 
suffered an operating deficit, resulting from excess 
of operating losses over operating profits since the 
beginning of operations. Invested capital computed 
according to the regulations would then be less than 
the aggregate invested capitals of the separate cor- 
porations because the regulations require that the 
operating deficit of one affiliated corporation be sub- 
tracted from the earned surplus of the other or 
others, when computing consolidated invested capi- 
tal, although invested capital of any single corpo- 
ration is not reduced by an operating deficit. Sec- 
tion 326, Revenue Act of 1918. . 


Effect of Department Method 


The result therefore is that in every case of affilia- 
tion, consolidated invested capital of the corpora- 
tions affiliated fs less, computed according to the 
Commissioner’s regulations, than is the aggregate of 
the invested capitals of the single corporations, com- 
puted separately, except 

(a) Class A affiliation: when the parent company has 
no liabilities and there are no deficits. 

(b) Class B affiliation: when no company has an oper- 
ating deficit, and there are no intercompany stockholdings. 
or some combination of these two exceptions. In 
the excepted cases the total invested capital of the 
affiliated corporations will be the same, whether 
computed according to the Commissioner’s regula- 
tions or whether computed separately and aggre- 
gated. Briefly then, in no case is the consolidated 
invested capital, computed according to the Com- 
missioner’s regulations, greater than the aggregated 
invested capitals of the separate corporations, and 
in most cases it is less. 


The problem is to determine whether this result 
is correct. Invested capital of any single corpora- 
tion means paid-up.capital stock and surplus of that 
corporation, correctly reckoned, with appropriate 


, 3. .An_ asset’: generally definable as one the income from which is 
exempt from taxation. See Section 325, Revenue Act of 1918. 
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statutory, adjustments. Sec. 326, Revenue Act of 
1918. It would seem that a consolidated return of 
invested capital of any two or more corporations 
should reflect the total of all capital stocks and all 
surpluses, correctly reckoned, after statutory ad- 
justments; or better stated, the total of the invested 
capitals of the several corporations. 


The excess profits tax was a tax “upon the net 
income of every corporation.” Section 301 (a), 
Revenue Act of 1918. Throughout the title levy- 
ing the tax, the manifest intent of Congress was 
recognition of “every” corporate entity,* and, query, 
whether principles of constitutional law, govern- 
ing the taxation of income, permit the disregard of 
corporate entities, except in the most peculiar and 
extraordinary circumstances. Fisnef v. Macomber, 
252 U. S. 189; Lynch v. Hornby, 247 U. S. 339; 
Skinner v. Union Pac. Coal Company, 252 U. S. 570; 
United States v. Phellis, 257 U. S. 156; Southern Pacific 
Railway Company v. Lowe, 247 U. S. 330; Gulf Oil 
Corporation v. Lewellyn, 248 U. S. 71. 


Perhaps no legal question has received more earn- 
est and careful consideration from courts and jur- 
ists of every calibre than the question whether 
corporations are separate entities in law for this, 
that, or the other purpose. The Supreme Court of 
the United States, speaking through Chief Justice 
Marshall, first held that corporations had no legal 
existence apart from their shareholders, and as such 
had no standing in the courts. ‘Strawbridge v. 
Curtis, 3 Cranch, 267; Bank of the United States v. 
Deveaux, 5 Cranch, 84. But that rule was not long 
followed and, after reluctant adherence in one or 
two intermediate cases, (e. g., Commercial Bank v. 
Slocumb, 14 Peters, 60), the Supreme Court found 
its earlier doctrine to be in error. Railroad Com- 
pany v. Letson, 2 Howard, 497. The doctrine laid 
down in the last case, that a corporation is a sep- 
arate and distinct entity in law, has never since 
been seriously questioned as a doctrine, but on the 
contrary has been followed and approved in a host 
of subsequent cases. Railroad Company v. 
Wheeler, 1 Black, 286; Humphreys v. McKissick, 
140 U. S. 304; Donnell v. Herring Hall Co., 208 
U. S. 267, and many other cases. But that delight 
of lawyers and despair of students, the rule of 
exceptions in exceptional cases, clouds even this 
primary proposition. There are several typical 
classes of cases in which corporate entities have 
been disregarded: Where payment of rebates to 
shippers is prohibited by law, payment to corpora- 
tions not shippers, all of whose stock is owned by 
shippers, is illegal. U. 8. v. American Ref. Transit 
Co., 142 Fed. 247; U. 8S. v. Lehigh Valley R. R. Co., 
200 U. S. 257; U. 8. v. Delaware Railroad, 238 VU. S. 
516. Where acts illegal for corporations are com- 
mitted by individual stockholders with resulting 
benefit to the corporation, action will lie against 
the corporation. People v. Sugar Refining Co., 121 
N. Y. 582. Conveyance of property to a corpora- 
tion all of the stock of which is owned by a debtor 
will be set aside in favor of creditors to prevent 
fraud. Bank v. Trebein, 52 N. E. 834 (Ohio). 
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Where stockholders have agreed not to enter a _ 


4. Save in peculiar cases, e. g., personal service corporations. 
218, Revenue Act of 1918. 
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certain business, an injunction will lie to prevent 
the corporation from doing so. Moore & Handley 
v. Towers H. Co., 87 Ala. 206; Beal v. Chase, 31 
Mich. 490; Hall Safe Co. v. Herring Safe Co., 146 
Fed. 37. Where one corporation is so organized 
and controlled as to make it merely an adjunct of 
another corporation, the entity may be disregarded 
when necessary to avoid circuity of action and 
expenditure of time. In re Watertown Paper Co., 
169 Fed. 252. Where one corporation is a mere 
shell, has no separate organization and does no 
separate business, and all of its assets were for 
many years in possession of another corporation 
owning all of the first corporation’s stock, dividends 
declared by the subsidiary are not taxable to the 
parent since the two corporations are one in sub- 
stance. Southern Pacific R. Co. v. Lowe, 247 U. S. 
330; Gulf Oil Corporation v. Lewellyn, 248 U. S. 71. 


The essence of all these cases is that only in the 
exceptional or extraordinary situation is the cor- 
porate entity disregarded, and then always to avoid 
a wrong or relieve a hardship. No case supports 
the proposition that corporate lines may be dis- 
regarded to impose a statutory burden, even if the 
law in terms so provided, and the famous case of 
Eisner v. Macomber, 252 U. S. 189, seems clearly 
to hold that a corporation’s income is taxable to 
that corporation and to no other person. 


But the provisions of the Act governing consoli- 
dated returns (Section 240) are not that in any case 
corporate entities shall be disregarded. The require- 
ment of law merely is that “corporations which are 
affiliated * * * shall * * * . make a con- 
solidated return of * * * invested capital.” 
The requirement of the regulations, on the other 
hand, is that the invested capital of corporations 
which are affiliated shall be computed as would be 
computed the “invested capital of the entire group 
treated as one unit.” Article 864, Regs. 45. In 
other words, the requirement of the law merely is 
one of procedure: that the return to the Commis- 
sioner of the statutory invested capital and income 
first computed according to law, be consolidated; 
but the requirement of the regulations is one of 
substance: that the accounts of the affiliated cor- 
porations making the return of statutory invested 
capital and net income first be “consolidated,” and 
the invested capitaf and net income ‘of all of them 
then be computed, with a result quite different from 
the apparently plain and definite provisions of the 
various parts of the Act. 


The unquestionable deviation of the regulations 
from the provisions of the Act isjustifiable if at 
all only by lawful construction of the terms “con- 
solidated return,” or “consolidated invested capital 
and net income.” -The statutory authority of the 
Commissioner, with the approval of the Secretary, 
to make needful rules and regulations for the en- 
forcement of the provisions of the Act (Section 1309, 
Revenue Act of 1918) does not of course confer on 
the Commissioner the power to legislate, or to 
effect any rules of substantive law not found in 


the statute. Merrill v. Jones, 106 U. S. 466, and 
kindred cases. 


An analysis of Section 240 of the Revenue Act, 
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and of other pertinent provisions of the Act, is there- 
fore in order, to determine whether the Commis- 
sioner’s rule, that the consolidated invested capital 
and income of affiliated corporations are properly 
computed as if all of such corporations ‘were “one 
unit,” is justifiable. It is clear at the outset that 
the rule of consolidated returns was intended by 
Congress to confer a boon, and not to saddle a bur- 
den, on taxpayers affected. This is made plain by 
the first proviso of subdivision (a) of Section 240, 
wherein corporations deriving more than 50 per 
cent of their annual gross incomes from government 
war contracts are excluded from affiliation with 
other corporations. The intention here, as in other 
parts of the Act, was to make sure that corporations 
deriving income from government war contracts 
should pay the very highest rate of tax,’ and Con- 
gress clearly conceived that if such corporations 
were permitted to make consolidated returns the 
effect would be, in some instances, to reduce taxes 
and never to increase them. Yet the regulations 
for consolidated returns, promulgated by the Com- 
missioner, in a very great number of cases serve 
to increase taxes, and not to decrease them. 


Sees Conflict with Statute 


The word “consolidated” is used three times in 
Section 240. It is used first as an adjective to 
modify “return”: affiliated corporations shall make 
a “consolidated return.” The remaining two times 
it is used as an adjective to modify “invested capital 
and net income,” referring to the “consolidated 
invested capital and net income” shown on the 
consolidated return. “Consolidate” means to join, 
unite, combine or amalgamate with varying degrees 
of closeness. The things to be consolidated, in the 
very words of the statute itself, are the returns of 
net income and invested capital; not the corpora- 
tions or the corporations’ accounts. How then can 
invested capital and incomes be consolidated, joined, 
united, or combined on a single return unless they 
are first found by separate computation in the man- 
ner approved by statute? 


Sections 325 and 326 of the Revenue Act contain 
detailed and complete directions for computing the 
invested capital of any corporation. An example of 
the concise instructions laid down by Congress -is 
found in subdivision (a) (1) of Section 326, wherein 
it is succinctly stated that invested capital means 
“actual cash bona fide paid in for stock or shares.” 
There is no qualification whatever in the statute. 
Subdivision (c) of the same section quite as suc- 
cinctly provides for the appropriate adjustment. ef 
invested capital by way of deduction on account of 
inadmissible assets. Here again there is no quali- 
fication whatever. Suppose, however, A corpora- 
tion with resources of $5,000,000 buys from B, a 
domestic Corporation, all of the latter’s stock at par, 
and for $1,000,000 cash. The provisions of the 
statute are clear: The invested capital of B is 
$1,000,000; and invested capital of corporation A 
must be reduced on account of the inadmissible 


assets thus acquired. Is not the “consolidated in- 


5. Cf. Secs. 200 and 327, wherein corporations deriving more than 50 
cent of gross income from government war contracts are excluded 
rom other alleviate provisions. 
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vested capital” the sum total of the two invested 
capitals thus computed? Not according to the 
Commissioner’s regulations. His regulations pro- 
vide in such a case, first, the stock of B corporation 
though paid in for cash, has no place whatever in 
invested capital, and, second, that no adjustment 
on account of inadmissible assets is required, be- 
cause, the regulations provide, invested capital of 
the two corporations must be reckoned as if the 
two corporations were “one unit”; that is to say, 
the Commissioner in effect consolidates the cor- 
porations themselves, disregards the corporate en- 
tities and computes invested capital of both cor- 
porations as if there were but one corporation with 
one set of accounts. The Commissioner does not, 
as the statute seems so clearly to provide, require 
one consolidated return of separate invested capitals 
of separate corporations but he does require two 
or more corporations to be treated as one corpora- 
tion and the accounts of all to be consolidated be- 
fore any computation of invested capital is made. 
The Commissioner reads into subdivision (a) (1) of 
Section 240 a limitation of some importance: Actual 
cash bona fide paid in for stock or shares shall not 
be included in invested capital when such cash is 
paid in by another domestic corporation for all or 
substantially all of such stock. He also reads into 
subdivision (c) of the same section another provi- 
sion of some importance: No deduction shall be 
required on account of inadmissible assets owned 
by any corporation whenever those inadmissible 
assets shall consist of all the capital stock of an- 
other domestic corporation. 


Intention of Congress Violated 


Section 240 (a) provides, “the total tax shall be 
computed * * * asa unit”; the Commissioner 
reads this to mean, “the total tax shall be computed 
as if the affiliated corporations were a unit.” Yet 
this very section clearly reflects the intention of 
Congress that each corporation, notwithstanding 
that it may be affiliated with another corporation 
shall be treated as a separate entity, when it pro- 
vides for the “assessment upon the respective affili- 
ated corporations” of the tax computed on the basis 
of a consolidated return. And, of course, if the 
respective entities of the affiliated corporations be 
recognized, the Commissioner’s regulations stand 
condemned, for their plain purport, and as well the 
practice under them, is the treatment of the affili- 
ated corporations as a “unit,” and disregard of 
corporate lines, even to the extent of noncompliance 
with mandatory provisions of Section 326. 


Such results which may conservatively be called 
“queer” are entailed by the rulings referred to. 
Suppose three stockholders, X, Y, and Z, own all the 
capital stock of corporation A. Suppose they de- 
sire to conduct a branch of business through a new 
corporation, to be known as corporation B. It is 
manifestly immaterial to the stockholders in the 
absence of special circumstances, whether the stock 
of Corporation B be owned by them as individuals, 
or whether it be owned by Corporation A, all of 
whose stock is owned by them. Either result might 
be accomplished as a matter of corporate practice. 
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Yet, under the Commissioner’s regulations in the 
premises, there is a serious difference in the total 
amount of invested capital allowable on the con- 
solidated return which would be required in either 
case. If the stock of Corporation B were held by 
Corporation A, the consolidated invested capital 
would be less, according to the regulations, than 
it would be if the stock of Corporation B were held 
by the individuals. 


Again, suppose Corporation B had sustained an 
operating loss while Corporation A had piled up 
an operating profit. . Under the Commissioner’s 
regulations, the amount of the operating deficit of 


be reduced by so much; but if the invested capitals 


of the two corporations were separately computed, | 
and aggregated on the consolidated return, the in- © 


vested capital would not be so reduced. 


Again, suppose the stock of Corporation B were 
owned by the individual stockholders of Corpora- 
tion A, who had acquired such stock by payment 
therefor in cash. The invested capital of B would 
clearly under the plain and simple terms of sub- 
division (a) (1) of Section 326, be the “actual cash 
bona fide paid in” for stock or shares of B. If the 
stockholders sell their stock to O, an outsider, the 


total invested capital of Corporations A and B / 
If, however, the original | 
stockholders of B sell their stock to Corporation A, © 


would not be affected. 


under the Commissioner’s regulations the total in- 


vested capital of the two corporations immediately | 


becomes less; that is to say, under these regulations 
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the invested capital of a corporation may be reduced | 


by the mere transfer of capital stock from one stock- | 

Section 326 of the Act provides | 
for the computation of invested capital in meticu- © 
lous detail, but it does not seem to comprehend this | 
situation, because each and every change of invested © 
capital provided by statute, results from a transac- | 
tion to which the corporation affected is a party. © 
Nowhere does the statute provide for alteration of | 
invested capital of a corporation on account of the © 


holder to another. 





transfer of its stock. Yet by regulation this very | 


result is effected in the circumstances related. 


It is said that hard cases make bad law, and with 7 i 


reference to the law of torts, at least, this is true. 
But the soundness of any executive rule for the 
computation of invested capital superimposed on 


‘SOR a 


the most exact and precise instructions for the ~ 
accomplishment of a given purpose which perhaps 


were ever enacted in any law, is fairly tested by © - 


unusual cases. 


The best example of incongruous results achieved 
this extraordinary departmental rule, that invested | 


capital of two or more affiliated corporations must 
be computed as if the two corporations were one 


corporation, is however found in the logical exten- | 


sion of the regulatory requirement that the in- 


vested capital of B corporation is reduced by the | 
transfer of its stock from individual stockholders | 


to A corporation. 


The law (Section 326 (a) (2)) provides that tan- f 


(Continued on page 182) 
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N THE presentation of arguments for and 

against the Mellon tax program, both sides 
have resorted to overdrawn assertions. 
ordinary citizen has, therefore, found it a dif- 
ficult task to sift the wheat from the chaff. 

In this discourse, Professor Seligman con- 
siders some of the underlying principles in- 
volved in the pending tax legislation and inci- 
dentally points out certain current taxation 
While there has been a change in 
the tax situation since this review of conflicting 
factors involved was made, the discussion is of 
no less interest since it deals for the most part 
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ducted not alone the routine business but the more 
fundamental management of the Treasury, earned 
the gratitude of us all. 

I can now also welcome him as a brother scien- 
tist because a short time ago, as you perhaps know, 
he has published a book on taxation which I can 
safely recommend all of you to read, so admirably 
and lucidly written is it. 

Now, I want to try to point out here, that Secre- 
tary Mellon has not had his way and won't have 
his way—well, we are quite sure that in some 
respects he won’t have his way, as regards the rate 
of reduction and we know 
that in the matter of tax- 
exempt bonds he has al- 
ready been defeated—tem- 
porarily, let us hope—per- 
haps in the other matters 
also he won’t have his way. 
Now, why not? 

In the first place, as re- 
gards the reduction of the 
rates. Both sides have 
been guilty, as so often 
happens, of exaggerated 
statements which have 
failed to bring conviction 
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id 9 HE subject of my talk is a highly contentious 
: one, and I have been debating, as I have been 

in ) thinking the matter over since my arrival, as 

ip |. to whether I should deal with the more technical 

s |) aspects of the problems which are to confront the 

of | Conference Committee of Congress during the 

of || next few days, or whether, perhaps, it might not 

ld be more agreeable to you to have me attempt to 

ils elucidate the points at issue by reference to some 

.d4, |) more fundamental and general principles. {Since 

in- |. the average legislator is not a technician and since 
) his votes are guided not so much by scientific 
| knowledge as by political 

re | convenience, I may per- 

fa” | haps be pardoned in put- 

ee ' ting myself in the position 

ald ' not of a mentor but rather 

b- » an expositor of what is go- 

ish | ing through the minds of 

the |, the average men, the men 

the |, who are going to vote in 

B » the next few days upon the 

4 ' report of the Conference 

.~ : Committee. ’ ; fallacies. 

be From that point of view 

ely |) vou will see there are three 

ons fundamental points. The 

= : other points I can pass over 


~ with a mere mention. No 
> one is really very much ex- 
. |) ercised about the disap- 
" pearance of the nuisance 
> taxes, as they have been 
 picturesquely called. They have not awakened 
; |) much discussion or much opposition; and there 
are a great many other features of the present bill 
~ with which everybody is more or less in harmony. 
But there are three highly contentious subjects. 
' The one is the income tax and how to deal with 
> it, including that part of the income tax that we 
call the corporate income tax. Next, the inheri- 
tance tax. And, third, the matter of tax exempt 
bonds. On each of these points there has developed 
a very decided difference of opinion between our 
worthy Secretary of the Treasury and Congress. 
> And, let me say right here, that while I think that 
some of the arguments that have been used by 
» Secretary Mellon are perhaps not beyond criticism, 





mee >and while some of the positions that he takes do 
mee ) not appeal in all their amplitude to scientists, still, 
goes taking it by and large, I should say that we are 
xten- a Y°TY fortunate in having today in control of the 
> ia portfolio of the treasury a man who has perhaps 
the had only four or five superiors in that position. I, 
‘ at 3 of course, should put Hamilton, Gallatin, Dallas, 
and Sherman, first, but after that I should say that 
Secretary Mellon has, by the solidity of his opin- 

t tan- 


Jions and the admirable way in which he has con- 


eS 
. *McVickar, Professor of Political Economy, Columbia University, 
» New York, Address before City Club, Chicago, May 12, 1924. 


with fundamentals that will necessarily be 


taken into consideration in future tax legis- 
lation. 
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to their antagonists. 

Secretary Mellon in some 
of his letters, let us hope 
they were written by his 
subordinates — claimed a 
little too much when he 
said that these high surtaxes are shifted to the 
consumer in the shape of higher prices. He did not 
make the distinction which ought to be made, and 
which, if there were time, I think could be clearly 
presented to you, as to the difference between a 
graduated tax and a flat income tax. For, even if 
an income tax can be shifted, the graduated part 
of the tax is much less highly susceptible of being 
shifted than the flat part. But even then pretty 
much all scientists would agree that it is much 
more difficult to shift a net income tax than it is, 
for instance, to shift a tax on sales or a tax on 
gross output. 


I won’t, however, go into the subtleties of the 
problem of the shifting and incidence of taxation 
further than to say that even if Secretary Mellon 
was a little extreme in his statements, the other 
side has been guilty of the still more extreme state- 
ment that a tax upon the rich man is a burden only 
upon hirn. 


In the first place, as we all know—and I see some 
of that nefarious category here—rich men can gen- 
erally take care of themselves in the matter of 
taxes or of anything else, and if there is any way 
—I won't say of evasion, but of legal avoidance, 
they and their astute advisers are generally able 
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to avail themselves of that. In fact, there-has never 
been a law, I think certainly no income tax law that 
I know of with wider gaps, with wider holes 
through which a coach and four can run than our 
present law. 

So then I say, in the first place, that the rich 
man can generally take care of himself. 


Prices Affected Indirectly 


And, in the second place, even if he does not 
take care of himself, there is no doubt that when 
you have excessive rates of taxation, rates which 
ran up as high, you know to 77 per cent during the 
war, and even now to 58 per cent, it does slow up 
the tempo, it retards the progress of investment 
and of business enterprise. Read that chapter of 
Mr. Mellon’s book, I think it is the best in his 
whole book, where he quotes four letters, one from 
a banker, one from, I think it was Mr. Guggen- 
heim, the large copper magnate; one from a business 
man, and one from a female dressmaker, the best 
of them all, this woman’s letter. She has a num- 
ber of shops, millinery shops scattered through one 
of the Southern States where she sends out her 
work to be done in the little farm sections. She 
shows how an excessive tax will actually prevent 
the further investment of capital and of enterprise 
entering upon more or less hazardous ventures; 
and to the extent that you do that, of course, you 
prevent the fall of prices which must come inevit- 
ably with the progress of capitalism, and the in- 
crease of wages which is an accompaniment of 
progress in industrial life. 


So that those are very much mistaken who think 
that an excessive tax upon the rich business man, 
does not have a very definite repercussion, a very 
distinct reaction upon the whole body economic, 
including the wage-earner himself. 


Apart from these controverted points, the differ- 
ence has come about on the point as to whether the 
surtax should be reduced to 25 per cent, or whether, 
it should be kept at 374 or 40 per cent. 


Now, why did Secretary Mellon hit upon 25 per 
cent? He hit upon 25 per cent because it can be 
shown mathematically—that 25 per cent is the 
point, in view of the existence of tax-exempt secur- 
ities, country, local, and state bonds, at which it 
will become equally profitable for a prospective 
purchaser to invest in industrials and in other secur- 
ities, rather than in tax-exempts. If you reduce 
the surtax from .50 to 40 per cent there is still an 
advantage in investing in tax-exempts, but if you 
reduce it to 25 per cent, that.advantage disappears. 
That was the main reason why. Secretary Mellon 
said 25 per cent so as to give our friends, the in- 
vestment bankers, a chance with other people, and 
to put everybody on’an even keel. _But why did 
it not go through, and why will it not go through? 

It -will not. go: through because - hope - springs 


eternal -in- the human- breast. --Let- me -explain- this. 
You know- what Dean Swift said about ‘the cus- 
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toms. Dean Swift coined these winged words: 
“In the arithmetic of customs two and two do not 
always make four.” We know that in the history 
of protection in this country, two and two some- 
times only make three, or sometimes only make 
one. In the income tax, it is also true. Secretary 
Mellon has contended that under existing admin- 
istrative methods a lower rate will, in all human 
possibility, produce a higher income, a greater rev- 
enue. I think that he is quite right. I think that 
we have passed the saturation point of revenue 
from the income tax, largely because of the many 
loop-holes in the law. If, then, you diminish the | 
temptation to the taxpayers to avail themselves of 
these loop holes, why, then, you will inevitably 
get a larger revenue. 


“ph ci Sta Seah Shes. ote DT dN 
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It is the same principle as in your local and state © 
taxation. As you-know, in those states where they 
have classification—unfortunately you have not got 
it yet in this state;—it was defeated here a few 
years ago—but.in those states where they have a © 
lower rate on intangibles, they secure a greater © 
revenue than they did before. Doubling the rate 
does not mean double the revenue. Doubling the 
rate in our state and local taxation means doubling 
the perjury, but not the revenue. 


The reason I used the phrase: 
eternal in the human breast,” is that the average 
man says, “Oh, well, the administration indeed is 
slack; we do not pay our officials enough; we have © 
not got enough decentralization; we have not this 
and we have not that. But if we can fill the loop- 
holes, if we can stop the gaps, why then it is not © 
true, as Secretary Mellon says, that a lower rate © 
will bring in a higher revenue. On the contrary, | 
a somewhat intermediate rate, half-way between 1 


“Hope springs 


25 and 50 per cent, say 3714 per cent, will, on the © 
whole, accomplish two results; it will not only) 
bring in more revenue than at present, but it will ” 
accomplish something that Secretary Mellon seems|_ 
to have overlooked, and that is, it will really make! 
the rich man, if we can catch him, pay more than) 
he does at present.” You can’t get away from this| 
feeling on the part of the average man, namely, 4 
that the modern theory of taxation as over against!” 
the medieval theory or the theory of the =e 
regime in France, is the theory of payment accord- 

ing to ability to pay. The theory of payment ac-|) 
cording to ability to pay means in.modern economic|~ 
life a well defined graduated or progressive tax, : 
and accordingly in our modern income tax, there- 3 
fore, the rich’ man, in order to bear his fair share/ 
of the burden, ought, because he has the greater) 
amount of ability, to pay relatively more. 


You see, therefore, that it is really a contest be-| 
tween two principles, each of them to a certain” 
extent defensible, each of them to a certain extent” 
true.. The one principle advanced. by Secretary” 
Mellon looks at. the problem from the point of” 
view of business prosperity, not indeed because he” 
is in favor of the rich, although he is a.rich man, 
for Secretary Mellon has an unaffected desire. to 
subserve the welfare’ of. the- whole country accord 
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ing to the lights as he sees them. He simply 
desires to reduce the burden upon business in the 
interests, not simply of the business man, but in 
the interests of the farmer and the workingman, 


too, and he thinks he can get that through the 25 
per cent: figure. 


On the other hand, the average man says: “Under 
existing conditions, perhaps, you are right, but we 
are going to change the conditions. We are going 
to improve the administration of the law. We are 
going to do this and that, and if we are able to 
accomplish that, a higher rate, a 37 or 40 per cent 
rate is more in keeping with the fundamental doc- 
trine of ability to pay.” Remember that even though 
we get down to 37% or 40 per cent we shall then 
be considerably lower than any other country of 
the world. England has gone down to 45 per cent. 
France and Germany have got 60 per cent. Other 
countries have still higher figures, and if we get 
down to 35 or 40 per cent, it won’t be so bad if you 
remember that we are dealing with the aftermath of 
a war when the rates were considerably higher, 
and that we have over three billions of dollars a 
year to raise and that we must raise it in some way. 


Time is passing and I must not dwell too long 
upon that. But I did want to point out one of the 
fundamental reasons as to the antagonism between 
what we. might call the popular reaction to the 
problem of taxation, and w hat we might call the 
business reaction. 


From the point of view of the expert, there is a 
good deal in each of these arguments. From the 
point of view of immediate practicability and ad- 
vantage, the argument is rather in favor of Secre- 
tary Mellon. From the point of view of ultimate 
realities and equities, I am rather inclined to be- 
lieve that the argument is in favor of the majority 
in Congress. We shall have to wait and see. 
Congress may be able to stop the loop-holes in the 
law. Let me say right now that the new bill which 
was written by. a temarkable young lawyer from 
Texas, a very able assistant of the Secretary of the 
Treasury, is one of the best constructed and written 
bills we have had. So far as the technical side is 
concerned, Congress may be able to stop some of 
those loop-holes; none the less, there are certain 


fundamental troubles which it is very difficult to 
cope with. 


Now FI shall only touch upon one point. which 
the Conference will have to consider, the difference 
between earned and unearned incomes. The point 
is the distinction between what Gladstone used to 
call “lazy incomes” and other incomes. For a long 
time, you know, the European countries have had 
a lower rate on these earned incomes than on the 
unearned or “lazy” incomes. 


I remember that when I originally discussed the 
first income tax law with Mr. Hull who drew the 
law, I made a plea for the adoption of this distinc- 
tion.” His reply reminded me of the statement of 
Turgot, the great French statesman of the eight- 
eenth century. Turgot at that time was trying to 
effect certain. reforms, which if they had been per- 
manently adopted would have made unnecessary 
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the French revolution. One of the suggested re- 
forms was to do away with feudal abuses of taxa- 
tion and especially the exemptions of the nobles. 
Somebody asked, “What are you going to do about 
the Church? Are you going to leave all the exemp- 
tions of the clergy?” “Well,” said Turgot, “I think 
one fight at a time is enough.” And so Mr. Hull 
said, “We shall have a pretty stiff fight to get 
through the graduated or progressive feature, and 
we better let differentiation go.” And they did 
let it go. But finally we have got around to it. 


Now, both houses say that this distinction should 
stop at a certain point. One house says at $20,000, 
the other house says at $10,000. “No,” says Secre- 
tary Mellon, “it ought to go all the way through. 
If the railway president earns his salary of $150,000 
he ought to get his 25 per cent remission.” 


Differs with Secretary Mellon 


Well, I think that here again Secretary Mellon 
is wrong. The chief reason—I can only mention 
it; I can’t attempt to prove it—is this: When 
you have two principles, one being differentiation 
of taxation or the distinction between earned and 
unearned incomes, and the other being graduated or 
progressive taxation, the rate rising as the income 
rises, when these principles clash, the less impor- 


‘tant must give way before the more important. 


Now, as regards the two principles, the mare 
important in our American democracy is gradta- 
tion or progression, and the less important is, dif- 


ferentiation. Therefore when you get ta*certain 


high incomes, the demand for greater taxation, pro- 
gressive taxes, on those higher incomes is more 


insistent and more important than .a remission be- 
cause of the fact that it is earned. 


Now, we come to another interesting feature. 
I have not time to develop it. This whole subject 
bristles with topics of a highly contentious nature. 


The next point then is the question of .capital 
gains. You all-know what this means: Ifyou 
bought a house for $10,000 and which today is 
worth $12,000 and yow sell it, is the $2,000 a part 
of your income? “There has been a great contro- 
versy about that amongst theorists for many ‘years. 


There is a great fight about it in the legislature 
today. 


England says: “No, it is not income. It is accre- 
tion to capital.” We say that it is income, But if 
capital gains are income, capital losses are deduc- 
tions from income. As you all know, we have lost 
tens if not hundreds of millions of dollars a year in 
the income tax through the fact that every man 
takes advantage of that legal possibility and fishes 
out of his strong box old and worthless Securities 
that he bought, twenty or thirty or fifty years 
and then by writing off his losses from his othe: 
income, he pays no taxes at all. Many of you 
know that, and some of you have, no doubt, availed 


yourself of this privilege because the law invites 
you to do-so. 
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Well, now, what has happened? A few years ago 
Congress decided, owing to special reasons, that 
capital gains should be counted at only 12% per 
cent. People always list their capital losses, but 
sometimes conveniently forget to put in their capi- 
tal gains. That is the trouble. Moreover there have 
been mainly losses in the last few years. “Now,” 
says Secretary Mellon, “let losses go in also at 
121% per cent.” “Nay, nay” said the Senate, “We 


want losses to go in altogether.” 
° ae 


The difficulty with both contentions is this: 
Either capital gains are income and then they should 
be counted 100 per cent, and not 12% per cent, or 
they are not income at all. Secretary Mellon wants 
both gains and losses counted as only 12% per cent. 
In the Senate bill gains were considered 12% per 
cent income while losses were counted at 100 per 
cent. The situation was absurd. I shall not stop to 
try to show you what some of the European coun- 
tries have done to overcome this difficulty. I need 
only say if the topic of capital gains remains in the 
law as contemplated, it will constitute one of those 
gaps which it is going to be almost impossible to fill. 


Corporation Tax Difficulties 


Next, let us say a word about the corporation 
tax. Here, again, if there were time, I should like 
to try to show to you into what a muddle we have 
gotten, The tax on corporate incomes was de- 
vised originally as a means of getting the corpora- 
tions to act as collecting agents for the individual, 
so that when the corporation paid the tax, the in- 
dividual paid no tax on his dividends—in all 
events, no normal tax. Now it has developed into 
something entirely different. And we have gotten 
into a difficult situation with a result that the pres- 
ent income taxes run up to 58 per cent, or, now, 
under the new bill, 37 or 40 per cent, and we have 
corporate income taxes of only 12% per cent. It 
is easy for anyone with a large income to convert 
himself into a corporation, to pay himself only what 
he needs for living expenses, and to keep all the 
rest, with a result that instead of paying 35 or 40 
or 58 per cent tax, he will pay only 12% per cent. 
This is another invitation to the rich man to avoid 
taxes. 


Congress has tried to overcome that difficulty. 
Since the Supreme Court has decided that stock 
dividends are not income to the individual—and 
since, therefore, many corporations now seek to 
avoid taxation by limiting their cash dividends but 
paying stock dividends or putting it into reserve, 
an attempt must be made, so Congress thinks, to 
catch these fellows by putting a graduated tax on 
the undistributed earnings of the corporation. The 
objection to this, however, is that a new evil is 
being created in order to overcome an old one. 
Why? Every business man knows that if you tax 
undistributed earnings, you force corporations to 
distribute all their earnings and that yqu are thus 
imposing a hardship especially upon young and 
struggling, adventuresome corporations which need 


THE NATIONAL INCOME TAX MAGAZINE 


June, 1924 


to plow back into the business most of their earn- 
ings. For that is going to be made impossible by 
the new law if the Senate provisions prevail in 
Conference. 


Well, now, either that provision is going in, 
with a very probable bad effect upon our whole 
business, or if it does not go in, we have devised 
no method of mitigating this disparity between the 
personal income tax running up to 58 per cent and 
the corporate income tax, now under the new law. 
going down to 9 per cent. 


There are just a few minutes left, so I am jus 
going to say a word about two other points. 


The second point is the inheritance tax. Secre- 
tary Mellon has come out against a high inheri- 
tance tax, on the ground that you are taxing capital, 
and that in this country since it is shirt sleeves to 
shirt sleeves in three generations anyway, we do 
not need high inheritance taxes to prevent unduly 
swollen fortunes. 


Now, it is true in Italy that they have just aban- 
doned their direct inheritance tax. Mussolini has 
done that with the approval of the economists. 
Why? Because in Italy most of the accretion to 
capital, most of the accumulation, most of the sav- 
ings come from the small man, and therefore it is 
important to foster this spirit of savings and not to 
tax inheritances in the direct line. But in this 
country most of the accretion to capital comes from 
the surplus earnings of corporations, not from the 
small saver. 


You remember, that Mr. Andrew Carnegie a few 
years ago took just the opposite position from Sec- 
retary Mellon. He said that no man ought to be 
allowed to die rich. He practiced this theory, and 
in his own case, as you know, he died comparatively 
poor, and what is worse, we are told ,he left his 
widow in rather embarrassed circumstances be- 
cause he did not foresee this immense rise in prices. 
He said, “Do not let us have a high income tax, but 
let us have the highest kind of an inheritance tax.” 


Well, I shall not stop to dwell upon the difference 
between these two gentlemen further than to say 
that on the whole I think Carnegie was right, al- 
though not, of course, to the extreme in which he 
put it. In a democracy like ours there is no reason 
why we should not have a rather high inheritance 
tax. Almost every other country in the world has 
it. Where the trouble now is in conference is the 
interesting point which, unfortunately, I have now 
no time to discuss, as to whether we should have a 
tax on the estate, the corpus of the inheritance, or 
a tax on the share. The Senate, you know, has just 
changed the estate tax into a share tax. 
not time to dwell upon that further than to say 
that the proper solution is found in England in a 
low share tax and a rather high estate tax. In this 
country we vacillate from the one to the other 
method, without rhyme or reason. The result is 
apt to be bad. 
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Now the last question is that of tax-exempt 4 


bonds. Here again Secretary Mellon has been de- 4 
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The National Budgets of France 
and Germany 


By E. L. Bocart* 


HE French past war budget consists of three 

parts, the ordinary, the extraordinary, and the 

special sections.*, The ordinary budget covers 
the normal and permanent expenditures of the gov- 
ernment and is assumed to be met by taxation. The 
extraordinary budget provides for changes of a 
temporary nature, due to the liquidation of war- 
time obligations, and is met by the sale of war 
stocks and by loans. The third section of the bud- 
get covers expenditures which are assumed to be 
recoverable from Germany 
under the Peace Treaty, 
such as the reconstruction 
of the devastated areas and 
war pensions. Since these 
are regarded as temporary 
advances,-to be repaid ulti- 
mately out of indemnity’ 
payments, they are met by 
loans. 

French budgetary prac- 
tice has not been of such a 
character as to make either 
for efficiency or economy. 
The fiscal year begins on 
January 1, but it is fre- 
quently May or June before 
the budget is voted, and in 
the meantime there is no 
check upon expenditures, 
which are met by provi- 
sional credits. It was esti- 
mated in 1922 that this ‘ 
hand to mouth method of voting supplies whenever 
they were asked for cost the Treasury 200,000,000 
francs a month more than if it operated under the 
regular budget.* In order to avoid similar delay 
the following year, the unusual step was taken of 
adopting a biennial budget, the first time since 1814 
except in periods of war.* 


It is difficult to present a clear cut picture of the 
French situation, since French budgetary accounts 
are kept on the basis of accruals and final figures 
are often not available for months after the fiscal 
year has closed. It is necessary therefore to deal 
largely with conjectures and estimates, scarcely 
any two of which agree. In the limited space at my 
disposal it is impossible to discuss the annual bud- 
gets since the end of the war in any detail, but a 


brief summary of the ordinary budget may be 
given. 


tota! revenue. 


were paid. 


*Head of the Department of Econemies, University of Illinois. 

2. E. M. Friedman, International France and Its Reorganization, 
p. 117, 
3. Fed. Res. Bull., Feb., 1922, p. 186. 


4. Gaston Jeze, Le Budget biennal de 1923 et de 1924. 


. Rev. de 
Sci. et de Legisl. fin., XXI, 613 (Oct.-Dec., 1923). 


HE amount by which taxes can be re- 
duced is narrowly limited since more than 
three-fourths of Federal expenditures repre- 
_ sents payments on account of past wars or the 
upkeep of our army and navy. Interest on the 
public debt consumes over 28 per cent of the 
The tax burden, insofar as 


interest charges are involved, could be mate- 
rially reduced if the debts of foreign countries 


Foreign nations by law may make payments 
in Liberty Bonds, which are accepted at par 
and cancelled. Great Britain has started to 
liquidate her obligations in this manner. Can 
we expect other of our heavy European debt- 
ors to follow suit? Professor Bogart’s analysis 
of the fiscal situation in France and Germany 
sheds new light on the issue. 
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French ordinary budget (in millions of francs: 


1919 1920 1921 1922 1923 
Expenditures ...18,500 21,761 22,327 27,149 24,000 
Revenues ....... 11,586 19,821 21,543 23,623 23,495 
I ee 6,914 1,940 784 3,526 505 


It must be borne in mind that these figures con- 
cern only the ordinary budget. If this did not bal- 
ance, it is evident that the extraordinary budget 
and the special budget must have swollen the 
deficit each year to still greater proportions. These 
other two budgets called 
for about 30,000,000,000 
francs more per annum, all 
of which was met by loans. 

The question may be 
raised at this point as to 
whether France could not 
have reduced her expendi- 
tures or increased her rev- 
enues or both, so as to have 
brought the ordinary bud- 
get into equilibrium. Let 
us examine each of these 
possibilities. 


Expenditures 


Confining our attention 
for the moment to expendi- 
tures under the ordinary 
budget, the first item to be 
considered is the interest 
on the public debt, which 
absorbs over half of the 
total. This is fixed by the size of the debt, which 
has steadily grown in France for over 100 years. 
Deficit financiering has been a common practice, 
and I am confident that I am well within the bounds 
of truth when I say that since 1870 not five years 
have shown a surplus. During the World War 
reliance was placed exclusively upon loans, the tax 
revenues being barely sufficient to meet the normal 
civil expenditures and interest payments. The 
French debt, which in 1914 was the largest in the 
world, both absolutely and relatively, grew from 
128,395,250,000 francs on July 31, 1914, to 316,- 
985,000,000 francs on March 31, 1922,° and is today 
probably not far from 450,000,000,000 francs. The 
interest on this sum constitutes a fixed, permanent, 
and practically irreducible charge. 

It is clear that not much relief can be hoped for 
in this respect, and this belief is confirmed by a 
closer analysis of the various items making up the 
public debt. This consists of four main items. 


(1) Advances from the Banks of France and Al- 


geria, amounting on April 3, 1924, to 23,000,000,000. 


5. Fed. Res. Bull., Dec., 1922, 1431. 
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francs.© These took the form of note issues, 
and bore in part an interest rate of only 1 per cent. 
Since the rate of interest is so low, repayment of 
these advances has been objected to, in spite of the 
inflationary character of the large note issues, which 
now amount to 40,263,562,000 francs." We see here 
the same forces at work in France as opposed retire- 
ment of the greenbacks and resumption in the 
United States after the Civil War. 


(2) Short term Treasury bills. Most of these 
run from one month to a year (bons de la defense 
nationale) and constitute a vast mass of paper con- 
stantly maturing and having to be renewed. The 
floating debt of France amounts to nearly 100,000,- 
000,000 francs, of which probably three-fourths 
consists of these short term Treasury bills. Prob- 
ably in no other country in the world could investors 
be found who would renew these obligations month 
by month and at the same time absorb new issues. 
But the French investors seem to prefer these bills 
to long term bonds and have thus far shown their 
willingness to take increasing amounts, though at 

, steadily rising interest rates. As soon, however, 
as their confidence is shaken in the financial sta- 
bility of the government they will refuse to renew 
and some other resource will have to be found. 
This is what happened recently in the so-called 
“raid” on the franc, when the slow decline, which 
had been going on for a month, suddenly became a 
precipitate fall. The franc reached the low level of 
3.42 cents, probably the lowest in history. 


Cause of Decline of Franc 


While the final “raid” may have been engineered 


from Frankfort as the French claim, the real cause 
which made the raid possible lies deeper. It is to 
be found in the growing recognition of the inherent 
weakness of the French fiscal situation. For years 
France has been spending more than she has col- 
lected in revenues, justifying the procedure on the 
ground that some were abnormal expenditures 
which had to be met but would not be recurrent, 
and in part on the ground that the reconstruction 
outlays would in due course be met from German 
reparation receipts. But German reparation pay- 
ments have not been forthcoming in the volume 
expected, and the so-called extraordinary or ab- 
normal expenditures have proved to be of a per- 
manent nature. The result of the huge budgetary 
deficits has been a piling up of the French national 
debt, undermining of the French credit position, 
renewal of inflation, and a consequent loss of con- 
fidence in the value of the franc. 


The arresting of the decline of the franc and the 
beginning of the advance was directly due to a 
British loan of 5,000,000 francs, and an American 
loan of $100,000,000. It will be readily apparent, 
however, that the securing of this loan does not 
remove the underlying causes of weakness in the 
French situation. The loan does not lessen -the 
total of French indebtedness; on the contrary, it 





6. Bank statement in New York Times, April 4, 1924. 

7. Bank statement in New York Times, April 4, 1924. The highest 
point which the Bank of France’s outstanding circulation ever reached 
was 40,315,984,000 francs, on March 6, 1924. 
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increases it. The loan does not directly aid in the 
establishment of a balanced budget. Outside help 
cannot accomplish French internal reforms. What 
the loan does is to tide France over an immediate 
crisis and give time for reforms to be effected. Its 
danger lies in the possibility that the French them- 
selves will regard the loan as a cure rather than a 
palliative. 

It is clear that this situation is a very unstable 
and perilous one for the Treasury, and is one reason 
why the French Government is compelled to play 
politics to such a great extent. 

Evidently no relief can be hoped for by a reduc- 
tion of the interest charges on the short term Treas- 
ury bills. 

(3) The internal funded debt now amounts to 
about 160,000,000,000 francs. Practically all of this 
is of the perpetual “rente” type, which calls for a 
permanent annuity but makes no promise of re- 
demption. This has always been the favorite form 
of French debt, and as the bonds have usually been 
issued below par and at a low interest rate it would 
be unprofitable either to redeem or to refund them. 
It is therefore impossible to reduce this part of the 
burden of debt. 

(4) Loans obtained abroad, consisting both of 
Treasury bills, advances of foreign governments, 
and loans floated abroad. For the six years period 
ending in July, 1920, the sums borrowed abroad 
amounted to 35 billion francs. Most of this was 
obtained from the United States and Great Britain, 
but smaller short term credits were also placed in 
Japan and the leading neutral countries. No pay- 
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ment on the principal and but little on the interest | 


due to the governments of Great Britain and the 


United States have been made by France, so that | 


even the cancellation of this indebtedness will not 
relieve the budgetary situation, while any attempt 
to collect will make the situation still worse. 
From what has been said, it is ‘clear that one 
factor in the present situation is an enormous mass 


of indebtedness, both funded and floating, foreign | 


and domestic, which seriously affects the problem 
of the budget. The interest payments constitute a 


fixed charge, which not only cannot be lessened, | 
but on the contrary are growing larger. They now | 
absorb 60 per cent of the ordinary revenues, and | 
would require 75 per cent if France were to pay | 
interest on her debt to Great Britain and the United © 


States. 
In a recent statement® the Minister of Finance, 


M. de Lasteyrie, pointed out that the resort to bor- 
rowing by the French government was lessening 
from year to year, and presented the following 7 
statement: 
Year Borrowing in francs 
is Nadecrnedee awed eae 51,331,000,000 
bs han eke ox aaa 42,822,000,000 
EE PE CCPL ee’ 31,120,000,000 
eT Ore aa ee 28,706,000,000 
Ee ee ere eT 31,024,000,000 


In spite of the reassuring conclusions drawn from 7 
this table by the Minister of Finance, there is little | 
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real comfort to be derived from it, for the incontest- © 


8. Fed. Res. Bull., Dec., 1922, p. 1435. 
for 1922 and 1923. 
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able fact remains that the French debt is steadily 
increasing. If expenditures are to be reduced, it 
is clear that it must be in some other part of the 
budget. 

The second item in importance in the French 
budget is the outlay for military purposes. In 
respect of these expenditures the Minister of Fi- 
nance pointed out that there have been important 
economies since the Armistice, and in support 
offered the following table?® : 


Year Francs 

oe eee dase 18,185,000,000 
IRR Ber io aie 7 648,000,000 
ee ie ee he ae 6,312,000,000 
She Ser ue eh nS ee 4,910,000,000 


It must be objected, however, that this table does 
not include the year 1923, when the occupation of 
the Ruhr took place and military costs went sky- 
rocketing again. In spite of the decline shown, 
moreover, the military expenditures were higher in 
1922 than they were when the Armistice was signed. 
They are due not merely to domestic expenditures 
in connection with the army, or even to those in- 
volved in the occupation of the Ruhr, but include 
also expenditures in Syria, Cilicia, Morocco, and 
other distant possessions and protectorates, or in 
financing doubtful enterprises'in Poland and the 
Balkan states. Military expenditures now consti- 
tute about one-quarter of the ordinary budget and 
are four or five times what they were in 1913, the 
last peace year, which was moreover one of exces- 
sive military costs. France is now second only to 
Great Britain, both in area and population of over- 
seas possessions. For the economic development of 
these colonies France is planning to spend huge 
sums in the hope that they will yield a profit in 
foreign trade. In this she will undoubtedly be dis- 
appointed, if one may judge by her previous exper- 
ience but meanwhile the policy of colonial develop- 
ment and of imperialism is entailing heavy costs. 
So long as France maintains her present imperial- 
istic attitude, both in Europe and elsewhere, little 
hope can be entertained of a reduction in this item. 

In these two items is found the primary explana- 
tion of the difficulties under which France is today 
laboring in attempting to establish an equilibrium 
in her budget. Her military expenditures alone 
almost exactly equal the total budget of 1913, while 
the public debt charges are more than double the 
last pre-war budget. 

Some economies have been made in civil expendi- 
tures, but in comparison with the total budget 
they are small, and any attempt to cut down these 
items always arouses stormy protest. “Recent bud- 
get debates brought out the fact that in spite of a 
reduction of forty-two thousand in the number of 
civil servants, there are still (1922) one hundred 
and forty-seven thousand more than in 1914.” *° 
The- Minister of Finance recently stated’? that the 
civil expenditures had been reduced as follows: 


Year Francs 
A Mos Fey SG eee ee ey ee en 11,377,000,000 
MEE 522 tb OL ee ck tee aan 9,938,000,000 
Be. tae eS ., e s ....« 4,023,000;000 ~ 





9. Ibid. 
10. F. A. Vanderlip, What Next in Europe? p. 140. 
11. Fed. Res. Bull, Dec, 1922, p. 1435. 
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Even further drastic reductions here would have 
only a slight effect in bringing equilibrium into the 
budget. 


Revenues 


It is evident that an analysis of the expenditure 
side of the French budget yields little that is hope- 
ful. Perhaps a survey of the revenue side will be 
productive of better results. First of all, the facts 
may be presented. These show that between 1919 
and 1923 revenues increased as follows: 


Year Francs 

st ie eis eo 11,586,000,000 
so 8S ca beeen 19,821,000,000 
BGS. «cy oe kya ae 21,543,000,000 
SS 
SES + 6:5 wentew a aes es eh ee 23,495 ,000,000 


The statement indicates that, while a considerable 
increase took place between 1919 and 1920, since 
the latter date revenues have remained nearly sta- 
tionary. Compared with the enormous expendi- 
tures which we have just been considering, it is 
clear that a balance cannot be attained in the bud- 
get unless revenues are greatly increased. Two 
questions present themselves at once: first, whether 
France is taxing herself as fully as is possible; and 
second, how French taxation compares with that 
in other countries. 


France. Too Dependent on Loans 


In approaching this question, it may be admitted 
at the outset that France has suffered severely from 
the war, that much property was destroyed, and 
man-power lost. But after all allowances are made 
the conviction remains that the French have de- 
pended too much upon loans and have failed to 
apply a vigorous tax policy, both during the war 
and since then. Some time ago I made a calcula- 
tion’? as to the increase in expenditures and rev- 
enues between 1914 and 1920 of the principal bellig- 
erent countries. In this six-year period France 
expanded her expenditures 801 per cent and her 
revenues 158 per cent. In the last named year the 
revenues were only 22 per cent of the expenditures. 
At the same time the United States, Great Britain, 
and Germany increased their revenues about five- 


fold, and even poverty-stricken Italy made a better 
record than France. 


In 1920, however, the income tax was increased, 
as were the rates in certain registry and stamp 
taxes and a number of consumption taxes, and on 
non-commercial transactions, securities, and inheri- 
tances; the sales tax was also slightly raised. On 
the other hand the war excess-profits tax was abol- 
ished. During the next two years only minor 
changes were made, and it was not until the fall of 
the franc showed the danger of the fiscal situation 
that a further substantial increase in taxation was 
even considered. 


The explanation of this attitude is to be found 
not so much in the inability as in the unwillingness 


of the French .people to submit to taxation. They 


12. War Costs and Their Financing, p. 405. 
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resent especially direct taxation, which they regard 
as inquisitorial. If taxes must be imposed, they 
prefer indirect taxes. Indeed, since the war and in 
spite of enormous deficits, the exemption from the 
income tax has been raised. But it is an elementary 
truism in public finance that large tax revenues can 
be derived only from direct taxation. The limits 
of indirect taxation are reached comparatively early 
and the productivity of these taxes is much less 
than that of direct taxes. If, however, the tax pro- 
posals of any French Minister of Finance are exam- 
ined it will be found that they consist almost 
altogether of suggestions for the multiplication of 
new and often frivolous and comparatively unpro- 
ductive indirect taxes. But if the budget is to be 
balanced, this is the first step to be taken. 


Change of Fiscal Policy 


A change of heart has, however, been induced by 
the recent fall in the franc, and France seems at 
last to realize that it is no longer possible to rely 
upon borrowing as a means of paying her debts, 
and that the only possible way to restore French 
credit is to impose sufficient new taxation to meet 
current expenditure. The government has now 
decided to enact the following measures'*: (1) to 
repress evasion of taxation, which has been espe- 
cially notorious in the income tax; (2) to cut down 
the expenditures of the public services; (3) to 
adjourn consideration of all proposals involving 
fresh expenditures; (4) to increase all existing taxa- 
tion by 20 per cent. Other measures under consid- 
eration involve increases in the postal, telephone, 
and telegraph rates, administrative reforms in the 
war profits and turnover taxes, and finally the sup- 
pression of the match monopoly.** This latter is 
to be thrown open to private industry, but a duty 
will be imposed by means of stamped labels on 
each box of matches manufactured. It is hoped by 
this means to increase the revenues from 50,000,000 
francs a year to 80,000,000 francs. 


The only positive measure suggested in these 
proposals is the one to increase all existing taxes 
20 per cent, but this is a mere temporary device. 
The tax problem must be grappled with energetic- 
ally, and taxes commensurate with the needs of the 
government must be imposed, so as to put an end 
to deficits. Only thus can the ordinary budget be 
balanced. 


The enormity of the financial problem confronting 
France is made apparent by this last statement, for 
thus far we have been discussing only the ordinary 
budget. Even after the ordinary budget is bal- 
anced there will remain the extraordinary budget, 
whose items are recurring so regularly that it is no 
longer possible further to make use of the fiction 
that they are abnormal and will soon disappear. 
And finally the special budget, supposedly recover- 
able from Germany, calls steadily for fresh sums 
to meet the war pensions and the costs of recon- 
struction in the devastated areas. So long as it 
was assumed that these costs would be recovered 





13. Paris Correspondence of the Economist (London), Jan. 16, 1924. 
14. Ibid. Jan. 26, 1924. 
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from Germany, expenditures seem to have been 
made freely and without adequate control. Recently 
ugly rumors have reached us from France that 
graft has flourished on a huge scale and that out of 
85,000,000,000 francs disbursed in claims for dam- 
ages in the war zone only 15,000,000,000 francs have 
gone into the pockets of genuine war victims.'® 
It is estimated that another 30,000,000,000 francs 
have yet to be expended before the work of recon- 
struction will be concluded. 

Whatever may be the merits or speciousness of 
the various claims and counterclaims concerning 
French finances, it is obvious that they are inti- 
mately bound up with the problem of the payment 
by Germany of reparations. The French budget 
is based upon the assumption of indemnity pay- 
ments. If these fail, France will be practically 
bankrupt. It therefore becomes necessary to exam- 
ine the German budget and to ascertain whether 
Germany can pay reparations. To this we may 
therefore turn next. 


ma New York World, quoted in Literary Digest, March 22, 1924, 
(To be concluded in the July Issue) 


Amended Returns Permissible on Account 
of Community Property Decision 


NNOUNCEMENT was made in the May issue 

of the opinion rendered by the Attorney Gen- 
eral holding that a husband and wife domiciled in 
the State of California may render separate income 
tax returns and each report as gross income one- 
half of the income which under the laws of that 
state becomes community property simultaneously 
with its receipt. 


In all cases in which a husband and wife desire 
.o take advantage of the ruling for prior years, each 
should file a separate return on the stock forms 
heretofore used for each of the years involved, 
including therein one-half of the community income 
and one-half of the deductions properly chargeable 
against such income. 


The Commissioner of Internal Revenue has also 
given instructions that claim for credit of the net 
amount of taxes overpaid for any of the taxable 
years may be filed for the amount of any assess- 
ment outstanding, and claim for refund for the bal- 
ance. Claim for abatement, instead of claim for 
credit, should be filed for the excess of the tax 
assessed for 1923 over the tax shown to be due on 
the amended separate returns for that year. Claim 
for refund may be filed for the entire overpay- 
ment if no assessment is outstanding. To facilitate 
adjustment of taxes, the Bureau of Internal Rev- 
enue requests that claims in such cases be accom- 
panied by an agreement signed by husband and 
wife consenting to the adjustments demanded in 
the claims. Adjustment of taxes due on amended 
returns will be made between husband and wife, 
and no claim for credit should be filed. 

A special form of return, Form 1040 CPP, and 
a claim on Form 843 CP have been prepared to 
assist taxpayers in making their amended returns 
and claims for the years 1919 to 1922. 
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General Functions of the Income 
‘Tax Unit 


Bureau of Internal Revenue for administering 
the income and profits tax laws. 
are— 


T Bur Income Tax Unit is the agency of the 


Its duties 


(a) To prepare regulations for the administration of 
laws relating to taxes on income and profits; 


(b) To conduct correspondence relating to the subject 
matter of income and profits taxes; 


(c) To receive from collectors of internal revenue all 
returns covering taxes on income and profits; 


(d) To audit and verify returns and consider and dis- 


pose of reports relating to returns or questions appertaining 
thereto; 


(e) To assess all original 
and additional income and prof- 
its taxes; 


(f) To assemble and audit 
certificates of ownership; 


(zg) To review and dispose 
of claims for abatement and re- 
fund of income and profits 
taxes; 


(h) To compile statistics re- 
lating to income: and profits 
taxes, and 


(i) To control and operate 
all field forces verifying income 
and profits tax returns. 

The audit work consists 
of handling all income and 
excess profits tax returns 
of corporations, partnerships, fiduciaries, and indiv- 
idual income tax returns wherein the income is in 
excess of $5,000, filed under three separate and dis- 
tinct revenue acts. All returns filed for the year 
1917 were audited and handled by the income tax 
unit’s forces, both in Washington and in the field. 
For all years subsequent to the year 1917 all indiv- 
idual income tax returns with an income of less 
than $5,000 were audited in the offices of the Col- 
lectors of Internal Revenue. 


years. 


Progress Since 1921 and Present Condition of Work 

Since April, 1921, the Income Tax. Unit has prac- 
tically completed the audit of all the different 1917 
and 1918 returns. For the most part those cases 
remaining represent claims filed by taxpayers in 
cases previously audited or cases in which at the 
instance of the taxpayer the final settlement has 
been delayed. 

This progress has been accomplished in the face 
of protests and appeals on every possible contest- 
able point by the taxpayer now reasonably familiar 
with all the intricate provisions of the revenue acts. 

The number of transcripts awaiting investigation 
in the field has been reduced from 316,000 to 31,300 
and the number of claims on hand from 163,000 to 
68,769. This decrease has been accomplished in 
the face of the submission of 385,955 transcripts to 
the field and the receipt of 315,651 claims. 


Tax Unit, as presented to the Senate commit- 
tee conducting the investigation of the Bureau 
of Internal Revenue. The report shows that 
gratifying progress has been made during the 
last three years in completing audits for prior 
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The figures of cases by years received by the In- 
come Tax Unit outstanding as at December 31, 1923, 
including claims and field transcripts, are as follows: 


Number and Per Cent of Returns to be Audited 


Personal Corporation Consolidated Total 
Year Number % Number % Number% Number % 
—wi7.... S40 5 Cae 2 449 6 13,611 1 
1918.... 17,171 .2 22,897 5 2,962 24 43,030 4 
1919.... 23,589 3 53,553 25 4,536 36 81,678 7 
192)... $4,041 6 105,960 32 7,890 65 168,391 15 
1921....256,000 29 270,418 77 12,000 100 538,418 43 
1922... .890,000 100 355,000 100 12,000 100 1,257,000 100 


Improvements in Organi- 
zation and Procedure 


N THE May issue appeared a resume 
from official sources of the assigned causes 
for the large increases in tax refunds and 
credits which have been made in recent years. 
Herein is an exposition of the functions and 
constructive accomplishments of the Income 


To correct the situation 
created by the superficial 
audit policy, legislation was 
recommended and enacted 
in the Revenue Act of 1921 
(Section 250D) providing 
reasonable opportunity for 
taxpayers to protest and 
appeal before assessments 
were made by the Unit. An 
exception to this policy was 
necessary in some 36,000 
cases for the year 1917, 
where the collection of the 
tax appeared to be in jeopardy because of the possi- 
bility of the tolling of the five-year statute of limita- 
tions with respect to that year. For the year 1918 it 
has been necessary to make 3,000 such assessments. 
These, however, have only been made after inten- 
sive audit and are not arbitrary assessments. 


Previous to 1921 it had not been the policy of the 
Income Tax Unit to inform taxpayers that an audit 
of their returns had developed an overpayment of 
taxes; in this situation it.was necessary for the tax- 
payer to file a claim for refund before any action 
could be taken on any overpayment. 


Provisions were made in 1921 to issue a certificate 
of overassessment in the taxpayer’s favor if the 
audit developed an overpayment within the statu- 
tory period, without the necessity of the taxpayer 
filing a formal claim. The certificate is prepared as 
a part of the audit and after proper verification sent 
to the taxpayer through the office of the Collector 
in whose district the taxpayer is located in the form 
of a warrant for refund or a certificate to be used 
as a credit against taxes due at a future date. 


Criticism has developed from the fact that more 
than one audit or investigation was made of a tax- 
payer’s return. To eliminate this apparent duplica- 
tion of work and annoyance to the taxpayer, the 
Income Tax Unit has adopted and followed the 
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policy of making one final intensive audit of all 
returns, which will not be reopened unless specific 
evidence of gross error or fraud develops. , 

To eliminate unnecessary reviewing and record- 
ing and to place the responsibility for producing 
results of standard quantity and quality on the 
official directly in charge of the work, the Review 
Division of the Unit, which formerly reviewed all 
cases, was abolished. Separate review sections 
were created under the supervision of the head of 
each audit division, who is now responsible for the 
audit and review of cases handled in his division. 

The practice of conducting audits by correspond- 
ence is rapidly being eliminated. The policy of 
the Unit in this respect is to refer cases to the field 
force for investigation where it is necessary to 
secure further information from the taxpayer. The 
information necessary can be secured more readily 
and more accurately by a field agent with less an- 
noyance and expense to the taxpayer. 

It was found that the final settlement of cases 
was often delayed by frequent and unnecessary con- 
ferences. Conference units have been orgnaized in 
each division of the Unit under the immediate super- 
vision of the heads of divisions. Conferences 
must now be arranged at reasonable time in ad- 
vance, and all the points at issue completely out- 
lined, so that the discussions may be confined to 
the issues involved and a settlement reached in one 
conference if possible. 

The Treasury Department, under date of June 16, 
1923, issued Treasury Decision 3492, applying to 
cases wherein an appeal had been taken from the 
action of the Income Tax Unit. Under this deci- 
sion a taxpayer must present all issues upon which 
he relies in protest of the adjustment made by the 
Unit. This procedure has been the means of pre- 
venting the reopening of hundreds of cases. 


Audit Section Increases Efficiency 


For the purpose of eliminating the unnecessary 
handling and recording, on an average of twelve 
times annually, ‘approximately 900,000 returns, and 
to increase production, audit sections have been 
created to examine returns in the files and immedi- 
ately on receipt from the Collector. This examina- 
tion or survey, divides all returns into four classes. 
First, returns readily indicating a proper amount of 
tax paid, such as individual returns showing income 
from salary only; second, returns in which arith- 
metical or obvious errors have been made, capable 
of immediate adjustment without protest from the 
taxpayer ; third, returns which will require an inten- 
sive office audit but may be so completed without 
correspondence; fourth, returns which require a 
field investigation. Approximately 1,800,000 re- 
turns can then be examined annually and approxi- 
mately 75 per cent of them disposed of immediately 
without unnecessary transfer and distribution to 
the various audit sections. 

In addition to the aforementioned files audit, for 
the purpose of further eliminating the continual 
transfer of cases, the handling of the same case in 
several sections or divisions, and to insure closer 
supervision and better co-ordination of the work, a 
reorganization of the Income Tax Unit was re- 
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cently effected. Three special sections, the Special 
Assignment, Amortization and Inventory sections, 
were abolished and their work transferred to the 
regular audit sections in which the case originally 
came up for audit. The Special Audit Division was 
abolished, and the Consolidated Returns Subdivi- 
sion was made a division. The former Natural 
Resources Division was abolished, and its functions 
divided between an Engineering Division and an 
Audit Division. Under this later change the func- 
tion of the engineer stops with the valuation of 
property. The determination of tax liability de- 
volves upon the auditors. This has eliminated crit- 
icism on the part of taxpayers that valuations were 
being made with the resulting tax liability in view. 
It has also materially accelerated production. The 
Special Adjustment and Special Assessment sec- 
tions were transferred to the office of the Deputy 
Commissioner, to insure closer supervision. 


The work in the Special Adjustment Section is 
now confined to auditing cases involving fraud in 
which the Solicitor’s office recommends the assess- 
ment of the penalty, while those cases not involv- 
ing the question of penalty are returned to the regu- 
lar audit sections. for audit. 


The Special Assessment Section handles all cases 
wherein taxpayers have claimed relief under the 
provisions of Section 210, Revenue Act of 1917, and 
Sections 327 and 328, Revenue Acts of 1918 and 
1921. The old policy of this section was to make 
a complete audit of each case wherein a claim for 
relief had been filed, that is, to make a determina- 
tion of the taxpayer’s true net income and also to 
determine whether or not it was entitled to any 
relief with respect to its excess profits tax. During 


‘ the latter part of 1922 and the year 1923 it was 


found that the number of claims for relief under 
these sections were increasing month by month 
and an examination disclosed the fact that in a vast 
number of cases these claims were filed merely 
as a means of obtaining further delay in the audit 
of the taxpayer’s case, wherein an additional tax 
was disclosed. The law provided that these provi- 
sions should apply to those cases wherein invested 
capital could not be definitely determined or where- 
in through some abnormal condition, either in capi- 
tal or income, the tax as computed under the regu- 
lar provisions of the Act was high as compared to 
representative corporations similarly circumstanced 





by A eo aang 


: 432 i) eh - ae ve ve a 
Sees Maer ee 


e | 
Ps 
3 
a 
Pe | 
a 


as to capital and income, without such abnormal || 


condition. The Special Assessment Section now 
only determines the rate of profits tax applicable to 


the particular case wherein relief is allowable. j 


Where relief is.denied, the case is returned to the 
proper section for the computation of the tax under 
the regular provisions of the Act. This change 


has resulted in materially reducing the number of | 
requests for relief under these provisions of the Act. 


The Administration Division was abolished and 
its functions divided between a Records Division 
and a Service Division. 


In the interest of bringing | 


the field force into closer relation with the office § 
organization of the Unit, the Field Division was | 


abolished. as such- and the various field divisions 
placed in the same relative position as the office 
divisions. 
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Under Field Order 100, Internal Revenue Agents 
in Charge of Field divisions of the Income Tax Unit 
were instructed to furnish the taxpayer with a copy 
of the agent’s report and allow him twenty days in 
which to present any protest, brief, letter or other 
evidence written or verbal, he so desired before the 
report was forwarded to Washington. The tax- 
payer was thus afforded the opportunity of appear- 
ing in his local agent’s office. 

An experiment is now being conducted in eight 
of the field divisions wherein the taxpayer is re- 
quested to file protests or appeals in all cases with 
the local Agent in Charge. Cases arising in the 
Washington Office, excepting Consolidated returns 
and returns involving Natural Resource features, 
fraud, or applications for special relief, indicating 
a change in tax liability will be transferred to the 
field and the taxpayer will be afforded the oppor- 
tunity of having a conference in the office of the 
Internal Revenue Agent in Charge. If the tax- 
payer files his protest or appeal in Washington and 
makes statements at variance with the facts pres- 
ented by the Revenue Agent, the protest or appeal 
will be forwarded to the field agent for examina- 
tion. If this experiment proves successful it will 
be extended to all field divisions so that in every 
case where a change in tax liability is disclosed 
the taxpayer may present his case in his local 
agent’s office. It is thereby hoped for the most part 
to eliminate the necessity of the taxpayer being 
put to the expense of appearing in Washington. 
It will also make the field division an agency for 
determining the facts and tend to eliminate var- 
iance between the statements of taxpayers and the 
reports of Internal Revenue Agents. Through this 
procedure, it is also hoped to adjust most cases with 
the taxpayer before the report is submitted to 
Washington for review. The review in Washing- 
ton is not to be an intensive audit, but one as to 
facts submitted and law features peculiar to each 
case, thus insuring uniformity in administering the 
provisions of the several revenue acts. 


Federal Tax Legislation Issues 
(Continued from page 172) 


Now the last question is that of tax-exempt 
bonds. Here again Secretary Mellon has been de- 
feated but this time undeservedly defeated and, let 
us hope, only temporarily defeated. Mr. Mellon 
made a good fight and he secured a majority, but 
he did not get quite the two-thirds majority. 

We are slowly reintroducing into this country 
the very evil which brought about the downfall of 
the Ancient Regime in France. What was that evil? 
It was the inequality of taxation. It was the divid- 
ing of the community into two classes: those that 
paid taxes and those that did not pay taxes. 

Now, we have already twelve or fourteen billions 
of tax-exempt securities and are pouring them out 
at the rate of one or two billions a year, and unless 
we look out we shall soon give abundant reason 
for the creation of permanent farm blocs, and labor 
blocs, and taxpayer blocs—the mass of the com- 
munity as against the rich, moderately rich, and 
even some not so rich who are able in this way to 
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get themselves into a position of not supporting 
the Government. I have not time to go into the 
arguments pro and contra, but I simply make the 
statement here that if Secretary Mellon were to 
deserve nothing else, he would deserve the grati- 
tude of every good democrat—I am speaking not in 
the political but in the broader sense—every good 
democrat in this country for attempting to check a 
fundamental evil at its beginning. 

Thus, you see, I have run hurriedly over these 
points. Some are going to be ironed out in con- 
ference. Some adjustments will be made. I hope 
they will knock out the publicity of returns, that 
absurd and unnecessary feature. I hope they will 
knock out the proposition as to this corporation tax, 
although there is another way of overcoming the 
difficulty there. I hope that they will knock out 
certain other features. Nevertheless, in the main 
we are going to have a law which, on the whole, is a 
better income tax law than any other that we have 
ever had in this country. We are going to secure 
a reduction of taxes and are going to have better 
administrative methods in collecting the taxes. On 
the whole I ‘should be much surprised if, notwith- 
standing its defects, and they are still numerous, 
if President Coolidge would veto the bill, which 
marks on the whole a notable step forward in tax 
reform. 


Deposit Made in Compromise Offer May 
Be Held for Other Liabilities 


HE Comptroller General of the United States 

has recently rendered a decision to the effect 
that the General Accounting Office would not be 
justified in returning money deposited in support 
of a rejected offer in compromise of any prohibition 
or internal revenue liability if the taxpayer is in- 
debted to the Government. 


Article 46 of Regulations 12* embodies the gen- 
eral rule that no compromise in which a specific 
amount is offered will be considered until such 
amount shall have been deposited to the credit of 
the Treasurer of the United States and provides 
that the rule will be waived only under “very ex- 
ceptional circumstances.” 


As a result of the ruling of the Comptroller Gen- 
eral the Treasury Department has announced that 
“very exceptional circumstances” have arisen which 
warrant waiving of the rule requiring the deposit of 
money in support of all compromise offers for the 
reason that the Bureau can no longer uncondi- 
tionally guarantee the return of money deposited 
in support of a compromise offer which has been 
rejected. 

Collectors are instructed to exercise due care and 
not to require the deposit of money in support of a 
compromise unless it is certain that the offer will 
be accepted. If no money is deposited, the offer 
should be made in tentative form, with an agree- 
ment to pay the proposed sum of money upon re- 
ceipt of notification that the offer will be accepted. 


*These regulations are issued only to revenue and pro- 
hibition officials, district attorneys and marshals. 
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TAX EVENTS AT WASHINGTON 





HE death knell of the Mellon tax schedule was 

virtually sounded when the Senate and House 

Conferees reached an agreement on the rev- 
enue bill, which included adoption of the Simmons 
surtax and normal tax rates for individuals. These 
differ but slightly from the rates incorporated in 
the House bill. 


Revised estimated made by Joseph S. McCoy, 
Treasury actuary, indicate that the conference bill 
will result in a surplus of $138,000,000 for the fiscal 
year 1925. Moreover, Mr. McCoy estimates that 
after allowing for the 25 per cent reduction of taxes 
for the taxable year 1923 there will be a surplus for 
the fiscal year 1924 neighboring $300,000,000 to be 
carried over into the fiscal year 1925. This is be- 
lieved to be sufficient to cover the cost of the sol- 
diers’ bonus for the first two years. Now that the 
new measure promises to produce ample revenue 
and in view of the elimination of the most objection- 
able features of the Senate bill—the full publicity 
of tax returns and the tax on undistributed profits 
of corporations—it is practically certain that Presi- 
dent Coolidge will consider it politically inexpedient 
to veto it. 


The Senate amendments providing a normal tax 
of 9 per cent on corporations, supplemented by a 
graduated tax on undistributed earnings from one- 
fourth of 1 per cent to 40 per cent was entirely 
stricken out by the Conference Committee. The 
present flat rate of 12% per cent was reinstated, as 
was also the tax of $1 per $1,000 on capital stock 
of corporations. 


The Treasury recommendation for a limitation of 
deductions for capital losses to 12% per cent of the 
loss, as incorporated in the House bill but rejected 
by the Senate, was restored. The limitation is in- 
tended to compensate for the limitation of the tax 
on capital gains to 12% per cent. 


Compromise on Publicity of Returns 


The Norris amendment of the Senate bill requir- 
ing full publicity of tax returns and the McKellar 
amendment providing for publicity of applications 
for refunds were discarded. The Jones amendment 
of the Senate bill, which was accepted instead, 
stipulates that hearings in all cases before the Board 
of Tax Appeals shall be open to the public and in 
cases where there is more than $10,000 involved, 
there shall be a written record of the proceedings 
and decision. The House provision authorizing the 
Ways and Means Committee of the House, the Fi- 
nance Committee of the Senate, or a special com- 
mittee of either house to call on the Secretary of 
the Treasury to furnish information relative to spe- 
cific tax returns was approved. The Conferees 
added a special clause which was in the Finance 
Committee bill providing that the internal revenue 
collectors in the various districts shall make avail- 





able for public inspection annually lists of taxpayers 
and the total amount of tax paid. 

The House provision for taxing gains from the 
sale of stock dividends at ordinary surtax rates was 
eliminated. Accordingly, if a stock dividend is sold 
after a period of two years, it continues to be classed 
as a Capital asset, and as such the gain realized is 
subject only to a maximum tax of 12¥% per cent. 

The increase in existing estate tax rates and the 
new gift tax voted by the House were accepted in 
place of the inheritance tax proposed by the Senate. 
The maximum rate provided by the bill on estate 
taxes is now 40 per cent applicable to $10,000,000 
and over. Similar rates are provided in the new 
gift tax. Exemptions of $50,000 would be allowed 
in both instances. 


Normal Tax.—The tax rate upon individual net 
incomes would be reduced from 8 per cent to 6 per 
cent for incomes of over $8,000. Upon the first 
$4,000, the rate would be 2 per cent instead of 4 
per cent, as under the Act of 1921; upon the next 
$4,000 the rate would be 6 per cent. Nonresident 
aliens who are residents of a contiguous country 
(Canada and Mexico) would be taxed at the rate of 
2 per cent on the first $4,000 of net taxable income 
attributable to wages, salaries, professional fees or 
other amounts received as compensation for per- 
sonal services actually performed in the United 


States. The rate on the next $4,000 of such taxable 


net income would be 4 per cent and on higher tax- 
able income from similar sources a rate of 6 per 
cent would apply. 


Surtaxes.——The Mellon surtax rates, which the 
Finance Committee approved, were rejected by the 
Conferees, as they were by both Houses. The Sim- 
mons schedule was substituted, which begins with a 
rate of 1 per cent on net incomes in excess of $10,000 
and not in excess of $14,000, and continues by addi- 
tions of 1 per cent in rate for increases of $2,000 or 
$4,000 to the $96,000 to $100,000 bracket, where the 
rate is 36 per cent. To that point the increase of 1 
per cent is on each increase of $2,000 in income, 
excepting in the following instances where the sur- 
tax increase of 1 per cent is on $4,000 steps; in the 
10 per cent bracket, $30,000 to $34,000; the 13 per 
cent bracket, $38,000 to $42,000; the 19 per cent 
bracket, $52,000 to $56,000; the 21 per cent bracket, 
$58,000 to $62,000; the 26 per cent bracket, $70,000 
to $74,000; the 28 per cent bracket, $76,000 to 
$80,000 ; the 31 per cent bracket, $84,000 to $88,000, 
and the 36 per cent bracket, $96,000 to $100,000. 
The surtax on incomes in excess of $100,000 would 
be taxable at 37 per cent on the next $100,000, at 
38 per cent on $200,000 to $300,000, 39 per cent on 
net income in excess of $300,000 and not over 
$500,000 and 40 per cent on amounts over $500,000. 

Credits Allowed Individual.—The personal ex- 
emption for single persons remains at $1,000. The 
exemption for a husband and wife is $2,500 regard- 
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less of the amount of income received. Where the 
status of a taxpayer changes during the year from 
that of a single person to a married person or vice 
versa, the exemptions would be ratably apportioned. 
In the event of death, the exemption of an individ- 
ual would be determined by his status at the time 
of death and in such a case full credits would accrue 
to the surviving spouse, if any, according to his or 
her status at the close of the taxable year. 


Earned Income.—A taxpayer’s income to the ex- 
tent of $5,000 will be considered as earned and sub- 
ject to a 25 per cent reduction, no matter from what 
source derived, but in no case will the earned net 
income be considered to be more than $10,000. 


Reduction for Taxable Year 1923.—Taxpayers 
who made returns for the taxable year 1923 will be 
entitled to an allowance by credit or refund of 25 
per cent of the amount shown as the tax due for 
that year. Where payment is made in four install- 
ments, the reduction is to be prorated to each install- 
ment. The credits due on any payments made 
before the law is passed may be taken against the 
next installment. 

Tax Evasion by Corporations.—Section 220 of 
the Conference bill differs from that of the Act of 
1921 in a number of particulars. Under the present 
law this section is intended to penalize corporations 
which accumulate surpluses in order to avoid the 
imposition of surtaxes upon stockholders. The 
penalty under this Section was increased by the Sen- 
ate to 50 per cent. This must have been in the 
nature of a jest, since, so far as is known, the 25 per 


cent penalty under the existing law has never been 
levied. 


The tax on automobile parts and on tires is re- 
duced from 5 to 2% per cent and the tax on trucks 
is repealed on those selling at wholesale for $1,000 
or less and on truck bodies valued at $200 or less. 
The 5 per cent tax on automobiles is not affected. 
In the Senate bill there was no tax on automobile 
parts. 


The new tax of 10 per cent on mah jongg sets of 
the Senate bill was approved. The 5 per cent tax 
on statutory and other art objects, which was re- 
pealed in the Senate bill, was restored. The tax on 
all kinds of slot machines was made 5 per cent, that 
on certain kinds have been 10 per cent. The Senate 
provision eliminating merchandise and produce 
brokers from the $50 annual brokers’ tax was ap- 
proved. The annual tax on billiard tables and 
bowling alleys was left at $10 as in the present law, 
instead of being cut to $5 as in the House bill. 


The 5 per cent tax on jewelry is repealed when 
the articles are valued at $30 or less instead of less 
than $25 as in the Senate bill or $40 as in the House 
bill. It was agreed that the tax shall not apply to 
spectacles as well as to various other articles such 
as tableware, surgical instruments, musical instru- 
ments or articles used for religious purposes. 


The Conferees eliminated the McKinley amend- 
ment of the Senate bill reducing postal zone rates 
on newspapers. The amendment, which was backed 
by newspaper publishers, reduced rates to the level 
existing in 1919, 
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Americans Living Abroad Taxable on 
Income from Wherever Derived 


HE United States Supreme Court has upheld 

the Treasury Department interpretation of Sec- 
tion 210 of the Act of 1921, as expressed in Article 
3 of Regulations 62, which is that all citizens of 
the United States are liable to the income tax, and 
that it makes no difference that they may receive 
no income from sources within the United States. 


The decision was given in the case of Cook v. 
Tait, Collector of Internal Revenue. The plaintiff was 
a native citizen of the United States who was a 
resident of the City of Mexico. His income was 
derived from property located in that city. Action 
was brought to recover income tax paid to the 
United States. 


The court rejected the contention that a citizen’s 
property without the limits of the United States 
derives no benefit from the United States. A pre- 
viously established principle was affirmed, that 
“the basis of the power to tax was not and cannot 
be made dependent upon the situs of the property 
in all cases, it being in or out of the United States, 
nor was not and cannot be made dependent upon 
the domicile of the citizen that being in or out of 
the United States, but upon his relation as citizen 
to the United States and the relation of the latter 
to him as citizen. The consequence of the rela- 
tions is that the native citizen who is taxed may 
have domicile, and the property from which his 
income is derived may have situs in a foreign coun- 
try and the tax be legal—the Government having 
power to impose the tax.” 


The levy of the income tax on Americans living 
abroad on the part of their income not derived from 
the United States is meeting with strenuous objec- 
tion from Americans who for business reasons live 
and have investments abroad. 


American residents of Cuba at a mass meeting 
called by the American Chamber of Commerce of 
Cuba to consider the United States income tax 
laws drew up a set of resolutions in protest 
which enumerated the following reasons why the 
United States should not levy the income tax on 
income made in Cuba by Americans: Foreigners 
engaged in domestic trade within the United States 
enjoy no advantage over Americans who at home 
are protected by the equal application of the tax 
laws; taxes are not equal between Americans and 
foreigners competing with each other outside the 
United States; the forces at present at work tend 
to place American business abroad in the hands of 
foreigners, or foreign corporations; the expansion 
of the foreign commerce of the United States will 
always be determined by the available number of 
trained Americans who are able to assume the direc- 
tion of affairs in foreign countries; the work done 
by Americans who go to other countries is of a 
pioneer nature, destined in a large percentage of 
cases to disappointing results to those immediately 
concerned because of unforeseen disadvantages of 
climate, of language, of schooling, and of living 
conditions; the public policy of the United States 
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should put a premium, and not a penalty, on pioneer 
work; all that enters into the cost of living, and of 
education, is far greater in Cuba than in the United 
States; and the apparent privilege of deducting 
taxes paid to the Cuban Government from the 
amount payable to the United States Government 
is, to a large extent, annulled by the systems of 
indirect taxation established in Cuba. 


No Limitation on Acceptance of Waivers 


for 1918 If Filed by June 15 


HE Solicitor of Internal Revenue has reversed 

a previous decision to the effect that the Com- 
missioner of Internal Revenue may refuse to accept 
waivers submitted by taxpayers for the year 1918 
and that in such cases the taxpayer will not have 
the benefit of the extended period granted by the 
amendment to Section 252 of the Revenue Act of 
1921, which was approved March 13, 1924. 


Admission is made that this ruling was not in 
harmony with either the principles laid down in 
Treasury Decision 3457 or the evident intention of 
Congress, as reflected in the amendment to Section 
252. The Solicitor, therefore, now holds that the 
taxpayer has done everything required of him when 
he files a waiver. Hence if a taxpayer on or before 
June 15, 1924, files a waiver of his right to have the 
taxes due for the taxable year 1918 determined and 
assessed within five years after the return was filed, 
a claim for refund or credit of taxes for the taxable 
year 1918 will be allowable af the claim for refund 
is filed on or before April 1, 1925. 


Consolidated Returns and Invested Capital 
(Continued from page 168) 


gible property paid in for stock shall be included 
in invested capital at its fair value at time of 
acquisition, and corporate stocks are defined to be 
tangible properfy. Section 325 (a). The regulations 
provide that if the tangible asset paid in for stock 
be all of the stock of another corporation “invested 
capital in respect of the company acquired shall be 
computed in the same manner as if the net tangible 


assets and the intangible assets had been acquired 
instead of the stock.” 


This provision of the regulations is of course 
nothing more or less than executive. legislation 
gratuitously attached to the body of the law itself. 
The law provides that tangible assets, e. g., cor- 
porate stocks of one corporation, paid in for stock 
of another corporation, shall be included in invested 
capital at their fair value at the time paid in; the 
regulations add: provided, however, that when such 
tangible assets shall consist of all of the stock of 
another corporation, the addition to the invested 
capital shall be computed as if the assets repre- 
sented by such stock were acquired. And if such 
assets chance to be intangible assets, the limitations 
prescribed by subdivision (4) of Section 326 be- 
come applicable, to the taxpayer’s detriment. On 
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the other hand, under certain circumstances* the 
invested capital computed according to this regula- 
tion may be greater than that computed according 
to the letter of the law.°® 


These results flow directly from the unnatural 
principle adopted by the Commissioner, that cor- 
porations classified by statute as affiliated must be 
treated by him as a single corporation, for that 
principle requires that he disregard intercompany 
stockholdings, and this in turn leads not to an 
inconsequential fracture of portions of the statute, 
but to a substitution of unsanctioned executive 
rules for those contained in the law of the land. 


6. If the transaction is without the terms of Section 331; if the value 
of the assets of the corporation whose stock was transferred is greatly 
increased over cost, and if the per cent of liabilities to capital stock of the 
corporation acquiring the stock of another corporation is low. 


Rules of Practice Before Treasury Depart- 
ment Are Amended 


ODIFICATIONS have been made to para- 
graph 7 of Treasury Department Circular No. 
230, which sets out the rules of practice before the 
Department. Among the new provisions is that 
an enrolled attorney or agent may use on his letter- 


-heads or cards the words “enrolled to practice be- 


fore the Treasury Department” or words of similar 
import. 


The paragraph referred to above, as amended, 
reads as follows: 7 


7. Causes for rejection, suspension, or disbarment.—In 
general, any conduct which would preclude an applicant 
from enrollment will be sufficient to justify his suspension 
or disbarment. Specifically, the following matters, among 
others, will be considered grounds for suspension or dis- 
barment: 


(a) Violation of the statutes or rules governing practice 
before the Treasury Department. 


(b) Conduct contrary to the canons of ethics as adopted 


-by the American Bar Association. 


(c) False or misleading statements or promises made 
by the attorney or agent to a taxpayer or misrepresentation 
to the Treasury Department. 


(d) Solicitation of business by the attorney or agent. 
This includes letters, circulars, and interviews not war- 
ranted by previous association; printed matter appearing 
on the letterheads or cards of the attorney or agent indi- 
cating previous connection with the Treasury Department 
(but an enrolled attorney or agent may use on his letter- 
heads or cards the words “enrolled to practice before the 
Treasury Department,” or words of similar import); or 


representation of acquaintance with Treasury officials or § 


employees. It includes also the use by attorneys and 
agents of any titles which might imply official status or 
connection with the Government, such as. “Federal tax 
expert” or “Federal tax consultant.” It is not considered a 
violation of this regulation for Treasury employees, on 
severing their connection with the Department, to send 


out announcement cards, briefly stating their former official ul 


status and announcing their new association, provided the 
cards are addressed only to personal or business acquain- 
tances, and provided further that such cards are distributed 
only at the time of severance of the official connection with 
the Government. These cards are regarded by the com- 
mittee not as advertising but as‘the customary announce- 
ment cards issued for the express purpose of identifying 
the sender with his new association or business. 
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use of any means whereby the final settlement of the mat- 
ter is unjustifiably delayed. 


(f) The employment by an enrolled attorney or agent 
as correspondent or subagent in any matter pending before 
the Treasury Department, or the acceptance by such en- 
rolled attorney or agent of employment as correspondent 
or subagent of or from any person who has been denied 
enrollment or who has been suspended or disbarred from 
practice. It is jn violation of the regulations for an enrolled 
attorney or agent to assist in any way or be assisted by an 
attorney or agent who has been denied enrollment or has 
been suspended or disbarred. 


(g) Any other matter which, in the opinion of the Com- 
mittee on Enrollment and Disbarment, is unfair to the tax- 
payer or to the Treasury Department or interferes unduly 


with the orderly disposition of matters pending before the 
Department. 


(h) No former employee of the Bureau of Internal 
Revenue who violated his agreement to stay at least a year 
in the Bureau shall be admitted to practice until after two 
years from his severance of connection with the Bureau. 


Extent to Which Liquidating Dividends 
Are Taxable 


HERE are indications that taxpayers find it 

difficult to determine what part of dividends 

are taxable where distributions are made in 
the liquidation of a corporation.: 


The 1921 law makes no specific reference to divi- 
dends in liquidation. However, Section 201 (c) 
provides: 

“Any distribution (whether in cash or other property) 
made by a corporation to its shareholders or members 
otherwise than out of (1) earnings or profits accumulated 
since February 28, 1913, or (2) earnings or profits accumu- 
lated -or increase in value of property accrued prior to 
March 1, 1913, shall be applied against and reduce the basis 
provided in Section 202 for the purpose of ascertaining the 
gain derived or the loss sustained from the sale or other 
disposition of the stock or shares by the disposition of the 
stock or shares by the distributee.” 


In a preceding paragraph of the same section, 
the rule is given that every distribution is made 
out of earnings or profits, and from the most re- 
cently accumulated earnings or profits, to the extent 
of such earnings or profits accumulated since Feb- 
ruary 28, 1913. 


It follows that where a corporation distributes 
all of its property in complete liquidation or dis- 
solution, the gain realized by the stockholders from 
the transaction, computed according to the usual 
rules for determining gain or loss, is taxable as a 
dividend to the extent that it is paid out of earnings 
of a corporation accumulated since February 28, 
1913.. To the extent that such a gain has not been 
paid either from. such earnings or trom earnings or 
profits accumulated or increase in value of property 
accrued prior to March 1, 1923, it is subject both 
to normal tax and surtax. 


A distribution to~stockhotders is not a dividend 
when it does not constitute a distribution of profits 
of the company. For instance, a dividend may con- 
sist.of a reduction of the capital of a company. or 
the return of a paid-in surplus. However, no such 
non-taxable distribution maybe made if the com- 
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pany has in fact an earned surplus equal to the 
amount of the distribution. 


A distribution in liquidation by a corporation of 
its assets in kind is subject to the same treatment 
as in the preceding paragraphs, where the assets 
distributed have a readily realizable market value. 
It should be particularly noted, however, that the 
mere increase in the value of capital assets unreal- 
ized by the corporation prior to distribution is not 
“earnings or profits” of the corporation, and if the 
gain realized by the stockholder from the distribu- 
tion in liquidation consists of such increase accrued 
since February 28, 1913, it is subject to both normal 
tax and surtax in the hands of the stockholder. If 
the assets distributed have no readily realizable 
market value, no gain or loss will be realized by 
the stockholder until a subsequent sale or disposi- 
tion of such assets by him. 


If the distribution consists (1) of property which 
has no readily realizable market value and (2) of 
other property which has a readily realizable mar- 
ket value, then the fair market value of the latter 
property shall be applied against and reduce the 
basis for finally ascertaining the gain or loss on 
the shares owned by the stockholder receiving the 
distribution, and if, in excess of such basis, it is 
taxable to the extent of such excess, according to 
the fund out of which such excess is paid as deter- 
mined by the principles stated in the paragraph 
preceding. If the distribution consists (1) of 
property which has no readily realizable market 
value and (2) of money, then the method followed 
is the same as the one just described, the money 
being applied in the same manner as the fair market 
value of the property in the preceding sentence. 


Distributions made by a corporation in partial 
liquidation should be treated similar to distribu- 
tions in final liquidation, subject to the qualifica- 
tions of Section 201 defining “dividend,” and are 
not to be treated as the proceeds of a sale of stock. 
—Mim. 3166, December 24, 1923. 


Taxes Recovered By Suit May Be Subject 
of Claim for Credit 


HERE a taxpayer has brought suit for the 
recovery of an overpayment of taxes and a 
judgment has been obtained, the Regulations pro- 
vide that the taxpayer should file a claim for refund. 
However, it has recently been held by the Supreme 
Court of the District of Columbia, in United States 
ex rel Union Pacific Co. v. Blair, that a refund is not 
the only method by which the taxpayer may be paid. 
According to this decision, if there is an amount of 
taxes becoming due for a later period, the taxpayer 
may file a claim for credit and have the amount of 
the judgment credited against the amount of such 
taxes. If the Commissioner refuses to make the 
credit after the taxpayer has filed his claim, a writ 
of mandamus may be obtained compelling the Com- 
missioner to do so. 





The New Surtax Maximum 


HE refusal of Congress to adequately deal with 
the tax-exempt security issue paved the way for 
the heated controversy which has raged over the 
question of whether the maximum surtax should be 
reduced to 25 per cent or fixed at some higher rate. 


There has been general agreement that the upper 
surtax rates of the Act of 1921 and the availability 
of billions of dollars in taxless investments were in- 
congruous. There has been no room for doubt that 
these issues were an invitation to avoid payment of 
any tax at all on income within the higher surtax 
brackets. Had this been the only avenue of escape 
under the 1921 law, Secretary Mellon might have 
had a less difficult task in winning converts to his 
tax reduction plan. But investment in tax-exempt 
securities has been only one means of tax avoidance. 
There has consequently been a difference of opinion 
as to the extent which tax-free securities have been 
responsible for the abrupt drop in recent years in 
taxable incomes subject to the higher surtax rates. 
To the extent that natural business causes were not 
responsible, there are those who are convinced that 
the greatest loss to the Government has arisen from 
the division of estates, deductions on account of old 
capital losses, and the conversion of property of in- 
dividuals into corporate property, the income on 
which is subject.to a flat rate of only 12% per cent. 
Unfortunately facts have not been made available 
to show conclusively on which side there was a 
preponderance of evidence. 


It has been validly held also that the lowering of 
the surtaxes to a 25 per cent maximum would not 
decrease the number of tax-exempt issues already 
out and therefore could only increase investments 
in “productive” industry, as against enterprises 
financed by tax-exempt securities, to the extent that 
the issue of such ‘securities would be discouraged. 
Representative W. R. Green, chairman of the Ways 
and Means Committee, who ranks as one of the 
foremost students of taxation, has maintained, 
despite what has been cited as expert testimony to 
the contrary, that a 25 per cent surtax plus the 
normal tax in the Mellon schedule would still give 
an advantage to tax-exempt issues as an invest- 
ment for those in the upper ranges and therefore 
would not materially change the distribution of 
investments. 


Such has been the rebuttal to argument in favor 
of the Mellon plan. But the national debate is now 
over. Congress, acting as judge, has weighed the 
evidence, or the votes, and has rendered its verdict. 
The surtax rate was fixed at a maximum of 40 per 
cent and the tax-exempt security outlet was left 
wide open for individuals who have incomes sub- 
ject to rates that make escape worth while. To in- 
sure that this way out rather than that by division 
of estates is used, a graduated tax on gifts is to be 
levied. 
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It Might Be Worse 


Consideration of the Senate vote cast against 
the Conference bill ought to move those who are 
afflicted with heavy incomes to gratitlide that the 
new law is as favorable as it it. In fact there is much 
for which to give thanks in spite of the current dis- 
position on the part of so many, especially in view- 
ing factors affecting business, to miss the doughnut 
and see only the hole. 

Though far from satisfactory from many points of 
view, the new measure substantially reduces taxes. 
France faces an increase, rather than a decrease in 
income tax. British taxpayers look with envy on 
their more fortunate brethren in the United States, 
as not only will they get no tax reduction for the 
year 1923, but they have no such boon in sight for 
the near future, and their income tax is much more 
burdensome than our levy under the Act of 1924. 
The American taxpayer who labors under the de- 
lusion that he is abused might profitably take a 
look across the seas. 


Spending Tax Money 


The chief justification for taxes is that gov- 
ernment can and will use the money collected 
to better advantage than if left in the pockets 
of individuals. The way in which tax money 
is spent, therefore, ought to concern us more 
than the number of dollars collected. I want 


clean streets, but I believe myself too busy 
to clean them. Accordingly, I hand over the 
equivalent of labor to the city. If this equiva- 
lent is expended wisely, I am ahead; if not, 
there is a double loss—my money, and my 


respect for self government. Increased public 
efficiency lessens the tax burden.—Dean C. M. 
Thompson, University of Illinois. 





National Tax Burdens 


Every nation since the World War has been dis- 
posed to feel that it is suffering more than any 
other from excessive taxes. The statement of Sir 
Joynson-Hicks in the House of Commons that 
Great Britain is the most heavily taxed nation 
under the sun, and that France even with its 20 
per cent increase, was a favored country by com- 
parison has led to attempts to appraise the relative 
tax burdens of the leading nations. 

The Alexander Hamilton Institute, as the result 
of an investigation, reached the conclusion that the 
Englishman was right by the following comparison, 
in which the British pound is valued at $4.30, the 
franc at 6 cents and the lire at 5 cents. 


, Great Brtiain _U. S. France Italy 
re 43,000,000 112,000,000 39,000,000 39,000,000 
Taxes (000 omitted).. 

‘ £914,000 $4,000,000 23,000,000 fr. 12,700,000 lire 
Taxes per head..... £21 $36 $90 fr. 325 lire 
Value currency unit. $4.30 $1 $.06 
Taxes per 

head in dollars.... $90 $36 $35 $16 
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A better measure would probably be obtained 
by weighing the per capita tax according to 
the per capita wealth of each country. There 
are no authentic figures on the comparative wealth 
of nations for any year since the war. In 1919 
the Royal Statistical Society of London pub- 
lished an estimate of the wealth of eighteen na- 
tions with per capita comparisons. According to 
those figures the per capita wealth of the United 
States in that year was 33.26 per cent greater than 
that of Great Britain, while the per capita wealth 
of Great Britain in the same year was estimated 
as being 5 per cent greater than that of France, and 
220 per cent greater than that of Italy. The per 
capita wealth for the United States in 1914 was 
placed at $2,063. The Department of Commerce 
figures on the per capita wealth for the two last 
years in which an official estimate has been made 
were $1,950 in 1912 and $2,918 in 1922, so it is evi- 
dent that the figures in the British estimate for 
1914 are conservative. Since that time the advan- 
tage in wealth of the United States has unques- 
tionably been increased. But using figures of com- 
parative per capita wealth for 1914 as weights, the 


per capita taxes for the four nations, would appear 
as follows: 


Great Britain uw. & -France Italy 
$38.47 $36.75 $35.20 
This adjustment reduces the difference between 
the figure for Great Britain and the others, but 
these numbers cannot fairly be taken as an index 
of relative tax burdens. Only the taxes of the 
national governments are considered. Local and 
other taxes may, as in the United States, amount 
to as much or more than the levies by the central 
government. As reported by the Department of 
Commerce, the total amount of revenue from Fed- 
eral, state and local taxes collected in the United 
States in 1922 was $7,428,749,000. Even if total 
taxes paid by each nation were available, an ap- 
praisal of relative tax burdens would require con- 
sideration of the nature of taxes levied in each 
country and the distribution of wealth, as well as 
the per capita wealth. 


Practice of Trust Company Employees 
Before Treasury Department Restricted 


UBLICITY has recently been given to the state- 

ment that certain trust company employees have 
not been permitted to practice before the Bureau 
of Internal Revenue in behalf of trust company 
customers. The refusal of the Committee on En- 
rollment and Disbarment to admit to practice 
individuals employed by a trust company and pur- 
porting to represent customers of such a company 
appears not to be a new development. 

The basis for the ruling is the contention that 
such employees are the representatives of a cor- 
poration, and corporations are not permitted, under 
Circular 230, to practice before the Department. 
In those cases where the employee of a trust com- 
pany is employed directly by the customer and 
receives a substantial fee for the service, he is being 
allowed to practice as an individual. The issue in- 
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volved has been pronounced as another phase of the 
old question as to whether trust companies really 
practice law in some of their operations. 


Massachusetts Trusts Subject to Capital 
Stock Tax Under the 1918 Act 


ASSACHUSETTS trusts are classified as “as- 
sociations” and as such are subject to the 
capital stock tax imposed by the Acts of 1918 and 
1921, according to a decision given by the United 


States Circuit Court of Appeals for the First Dis- 
trict. 


The decision was given in consideration of a trust 
established by members of a family upon real estate 
in Boston used for offices and business purposes, 
which they owned as tenants in common. As stated 
in the court decision, the trust is primarily a family 
affair. The certificates have no par value. They 
are transferrable, but must be offered to the trus- 
tees before being transferred to any person outside 
of the family. The trustees have full and complete 
power of management. No meetings of certificate 
holders are held, but they may, by written instru- 
ment, increase the number of trustees, remove a 
trustee, appoint a new trustee if there be none 
remaining, modify the declaration of trust in any 
particular, terminate the trust or give the trustees 
any instructions thereunder. The control of the 
certificate holders over the trustees only differed 
in method from that of the stockholders of a cor- 
poration over the directors. 

The word “association,” in the opinion of the 
Court, was used in the Act in its ordinary meaning. 
It has been defined in various law dictionaries as a 
term “used throughout the United States to sig- 
nify a body of persons united without a charter, but 
upon the methods and forms used by incorporated 
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bodies for the prosecution of some common enter- 
prise.” Other definitions cited in the opinion were 
practically the same in meaning. 

The Court accordingly, held that the word “asso- 
ciation” as used in the Act clearly includes “Massa- 
chusetts Trusts” having quasi-corporate organiza- 
tions under which they are engaged in carrying on 
business enterprises. 


Assumption of Mortgage Part of Initial 
Payment in Sales 


HUS far the Treasury Department has limited 

the definition of installment sales to accounts 
where less than 25 per cent of the purchase price is 
paid down in cash or its equivalent, and on such 
sales, where a report is made on the installment 
basis, none of the gross profits on uncollected sums 
need be reported until collections are actually 
received. 

A natural question, which has arisen in connec- 
tion with installment sales, concerns what is in- 
cluded as the equivalent of cash. It is stated in 
ruling Sol. Mem. contained in Comm. Mem. 140 
(5 C. B. 90), that it has been the practice to con- 
sider mortgages by the purchaser as the equivalent 
of cash in determining the amount of the initial 
payment. In the case in question, it was held the 
rule did not apply, simply because the purchaser did 
not actually assume the mortgage but only agreed 
that an amount of the purchase price equal to the 
amount of the mortgage would be paid by him to 
the seller on or before the date when the existing 
mortgage became due, ten years after date of the 
sale. 

Even though the initial payment is in excess of 
one-fourth of selling price, it is held in ruling 
Comm. Rec. 2698 (II-15-983), that there was an 
installment sale reportable on the installment plan 
basis, where the initial payment on a 1917 sale was 
in excess of 25 per cent of selling price, because the 
deferred payments were numerous, represented by 
72 notes secured by first mortgage, payable over a 
period of 24 year$ bearing no interest, and because 
the notes could not have been sold except at a 
heavy and unreasonable discount. 

Under the provisions of Article 46 of Regulations 
62, where the deferred payment notes are not the 
equivalent of cash, because they can only be dis- 
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counted at a sacrifice and not at a reasonable rate, 
no profit need be returned, whether or not the sale 
is an installment one of a kind permitting the return 
of that proportion of each deferred payment actu- 
ally received in each year which the gross profit on 
the entire sale bears to gross contract price, until 
the cash received or its equivalent has equalled the 
cost of the property to seHer. After that all deferred 
payments in the year or.years when cashed in, or 
converted into cash or its equivalent, are deemed 
income at such time. 


Court Rules Contrary to Regulations for 
Computing Loss on Sale of Property 


i A recent decision the United States Court of 
Claims has held that under the Act of 1918, the 
March 1, 1913, value of property is the basis for 
determining the amount of loss upon a sale of prop- 
erty acquired prior to that date even though the 
property was acquired at a cost less than the March 
1, 1913, value. 

This decision contravenes the decision in Luding- 
ton v. McCaughn, 290 Fed. 604, and the part of Article 
1561 of Regulations 45 which provides that “no gain 
or loss is recognized in the case of property sold or 
exchanged (a) at more than cost but at less than 
its fair market value as of March 1, 1913, or (b) at 
less than cost but at more than its fair market 
value as of March 1, 1913.” 

No change in the procedure of the Department on 
the point involved is likely to be made unless the 
Supreme Court sustains the decision of the Court 
of Claims. 


Administrative Expenses of a Bankrupt 
Have Priority Over Taxes 


Sy OReAL. and State taxes of a bankrupt are to 
be paid prior to the payment of wage claims, 
but not prior to the payment of administrative ex- 
penses, according to a decision rendered by the 
United States District Court of the Southern Dis- 
trict of New York. 

The Court declined to decide the order of prior- 
ity as between Federal and State taxes, but ordered 
the respective taxes to be paid pari passu—that is, 
on the same basis in proportion to the amount of 
their claims so far as the funds after administra- 
tive expenses would permit. 
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